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Foreword 


What happens in the financial markets plausibly can, and frequently does, exert a 
major influence on nonfinancial economic activity. This influence arises in die 
first instance from die need to transfer spending power from those who save, in 
die sense of foregoing current consumption, to those who invest, in die sense of 
accumulating the economy’s productive capital. Even the simplest direct trans¬ 
fers of resources from ultimate savers to ultimate investors would constitute a 
form of financial flow, but in fact these transfers are normally intermediated, 
often by specialized financial institutions designed for this purpose and typically 
with multiple steps along die way. And at each step, financial market structure 
and practice play a role in determining which transfers take place and on what 
terms. Moreover, in most modem economies the accumulation over time of these 
same transfers accounts for the bulk of the wealth owned, and substantially all of 
the debts owed, by families, businesses, and governments. On both counts, the 
complex flow of resources through an economy’s financial system therefore not 
only mirrors its production and income, its saving and investment, but im¬ 
portantly affects both the level and the composition of its nonfinancial activity. 

For just this reason, economists have long sought to gain a better understand¬ 
ing of how financial markets work, and in particular how they interact with real 
economic activity. There is an especially long and rich tradition of empirical 
economic research on financial markets, motivated in part by the ample avail¬ 
ability of reliable data on interest rates, stock prices, gross securities volumes, 
bank loan and deposit growth, and so on. But in many cases these data are better 
suited to research on financial phenomena per se than to exploring the connec¬ 
tions between the economy’s financial and real dimensions. (It is only fair to 
admit, of course, that many economists have also studied financial behavior as 
an aspect of economic behavior that is interesting in its own right) Specifically, 
such data mostly fail to capture what is essential in the resource flows that 
finance investment in new factories and new houses and new cars, or that pro¬ 
vide working capital to business, or that fund the government’s deficit, or that 
facilitate nonfinancial economic activity in myriad other ordinary ways. Nor do 
they typically encompass the accumulation of these flows over time into stocks 
of assets owned and liabilities owed. 
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jorvi FOREWORD 


The flow-of-fimds accounts, and the structured analysis of financial-nonfinancial 
interrelationships that they have made possible, are an attempt to fill this import¬ 
ant vacuum. The concepts and data initially pioneered by Morris Copeland, and 
more fully developed in later years by Stephen Taylor, focus squarely on 
resource transfers from savers to investors, on the role of intermediary institu¬ 
tions in providing the links in this connecting chain, and on the consequent 
accumulation of asset and liability stocks. They do so in a coherent way that 
enforces ex post relationships between supply and demand, dynamic relation¬ 
ships between flows and stocks, and balance sheet relationships defining net 
worth as assets minus liabilities—all essentials in the context of a science in 
which the primitive for representing behavior is constrained maximization. (As 
numerous examples over the years have shown, it is pointless to model con¬ 
strained maximizing behavior, either for individual decision-making units or for 
die economy in the aggregate, without bothering to get the constraints right) 
Most important, the creators of the flow-of-funds accounts deliberately and self¬ 
consciously designed these concepts and measurements to achieve the greatest 
possible integration with already familiar concepts and data describing nonfinan- 
cial economic activity. 

The flow-of-funds accounts therefore make possible the empirical investi¬ 
gation of a broad range of questions, of both theoretical and practical interest, 
about what takes place in the financial system and how it bears on the nonfi- 
nancial economy. With flow-of-funds data it is possible to address in an 
empirically richer way such traditional questions as how the effects of the 
central bank’s monetary policy actions spread through the commercial bank¬ 
ing system and other elements of the money-and-credit creation system to 
alter the behavior of businesses and consumers, or how the financing of a 
larger or smaller government deficit either diminishes or reinforces the ef¬ 
fects of changes in tax and spending policies. Flow-of-funds data also make 
possible the empirical analysis of more specific questions that would other¬ 
wise be difficult to address at all, like (in a U.S. context) how the introduc¬ 
tion of a secondary mortgage market has affected the overall volume and 
cyclical fluctuation of construction activity, how the direction of an ever 
increasing fraction of individuals’ saving through institutionalized pension 
funds affects the allocation of the economy’s investment, or what im¬ 
plications for business and consumers might follow from commercial banks’ 
continuing loss of market share to nonbank lending institutions. Because the 
influence of the financial markets on nonfinancial activity is not merely a 
question of the terms on which financial flows take place but whether the 
relevant market structure enables certain flows to take place at all, flow-of- 
funds analysis is also well suited for addressing such structural questions in 
the context of developing economies, where the issue at hand is often which 
markets or institutions that do not already exist could usefully be established. 
Given the impetus that motivated the initial creation and subsequent develop- 
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ment of die flow-of-funds accounts, it is no accident that many of the questions 
on which flow-of-funds analysis most naturally bears are directly relevant to 

issues of public policy. 

John Dawson’s collection brings together the seminal writings explaining the 
creation of the flow-of-funds accounts, including key papers by both Copeland 
and Taylor, and some of the most significant contributions in which economists 
have exploited these concepts and data to investigate either financial behavior 
or financial-nonfinancial interactions or both. Professor Dawson has selected 
well from this voluminous and extraordinarily varied literature. The papers he 
has included will give the reader not only a good grounding in the fundamentals 
of this line of economic analysis but also some flavor of the practical, useful 
ways in which researchers have built on them. Professor Dawson’s thoughtful 
and carefully organized introductions to these papers are also well worth read¬ 
ing. I am pleased to add this foreword as an expression of support and respect 
for his undertaking. 

I am especially pleased to do so because Professor Dawson has dedicated this 
volume to Steve Taylor. It is probably in the nature of how top-notch statisti¬ 
cal organizations like the Federal Reserve System work that they attract and 
develop talented professionals who devote as much of their energies to facili¬ 
tating tiie work of others as to carrying out their personal intellectual agenda. 
This, of course, requires a certain generosity of spirit, not to mention the 
ready capacity to enter sufficiently into someone else’s conceptual frame¬ 
work to be able to provide genuinely useful support. Steve Taylor had the 
capacity, and, more so than anyone else I know, he embodied—indeed, he 
exemplified—the generosity. 

I was fortunate to experience this generosity at first hand. Most of what I 
know about flow-of-funds concepts I learned from Steve. All of what I know 
about flow-of-funds data I learned from him. The process by which he taught 
and I learned was mostly one-on-one instruction, usually in Steve’s office, often 
for hours at a session, and frequently at odd hours of the night (The closest 
parallel that comes to mind is what it used to be like, alas mostly in former times, 
to study Talmud with a master.) Nor was I the only person whom Steve taught 
and whose work he made possible. Most of the researchers whose work on 
flow-of-funds analysis Professor Dawson has assembled here likewise learned 
from him, and counted on his knowledge and his help. 

Steve Taylor brought a strong sense of purpose to his wotk on flow-of-funds 
analysis, and it enabled him to accomplish, over his professional lifetime, a task 
that required extraordinary intellectual persistence and endurance. He brought 
the same sense of purpose to his interactions with public policy, and it made him 
remember (and often usefully remind the rest of us) that economics encompasses 
more than just technical issues and also concerns what is right, and desirable, and 
admirable, and what is not His straightforward working principle was that life is 
not a moral neuter: that there is right and there is wrong, and that thinking human 
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beings have a positive obligation to decide which is which and go forward 
accordingly. That was Steve’s view of economic policy, of politics, of literature, 
and of personal relationships and responsibilities. He embodied an attitude to¬ 
ward life that I admired more than I know how to say. He was one of the best 
friends I have ever had. 


Benjamin M. Friedman 
William Joseph Maier Professor of 
Political Economy, Harvard University 


Preface 


Flow-of-funds analysis is an undefined and partially hidden field of study. So a 
representative collection of readings is hardly possible. Certainly this collection 
is idiosyncratic; it reflects in many ways my own experience as a flow-of-funds 
analyst Nevertheless, the examples in the book can perhaps play a role in defin¬ 
ing flow-of-funds as a field of study. 

I have spent most of my professional life—other than teaching—doing flow- 
of-funds analysis. This life started in the late 1940s, when I became a student of 
Morris Copeland. My association with the Flow-of-Funds Section of the Federal 
Reserve began with my thesis research and has kept up over the years. In recent 
decades I have worked mainly on Third World economies in Africa and Asia, 
assembling flow-of-funds accounts and using them in financial analyses. Most of 
my economist colleagues in these years have been nonacademic practitioners. 

Much of Copeland’s philosophy rubbed off on me—as will become evident to 
readers. Apart from Copeland, the strongest intellectual influence on me was 
Steve Taylor, the longtime Chief of Flow-of-Funds at the Federal Reserve. He 
was a marvelous blend of data person, policy analyst, and wide-ranging theorist. 
And he was a superb critic to me. Often after a mission abroad I would return to 
“home ground” to counsel over a meal with Steve. I and this book owe him more 
than I am able to express. 

The book will reveal me as an institutionalist, practical in orientation, and 
skeptical of economic doctrine. I hope that my tastes in selecting readings will 
promote a further understanding of flow-of-funds analysis. The book should 
demonstrate that flow-of-funds is an ongoing, practical field of analysis and 
should give a new sense of its dimensions. 
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_Parti 

Presenting the 
Flow-of-Funds Accounts 






Introduction to Part I 


Flow-of-funds analysis began some fifty years ago as a branch of social account¬ 
ing, which at that time was a major subfield of economic statistics. Social ac¬ 
counting referred to the preparation and interpretation of overall economic 
statistics in the form of financial statements—that is, in the form of balancing 
accounts for the economy as a whole that were analogous to the statements 
prepared for individual businesses. A major early achievement of social account¬ 
ing was the design of the national income and product accounts, which up to the 
present day take the form of an articulating set of social accounts. The flow-of- 
funds accounts—or as their originator referred to them, the moneyflows ac¬ 
counts—differ from the national income and product accounts in that instead of 
focusing on production and income generation, die flow-of-funds accounts focus 
on die operation of the financial system, on the flows of borrowing and lending 
and on the activities of banks and other financial institutions. 

The purpose of this handbook is to acquaint economists with contemporary 
flow-of-funds analysis. The book is designed for macroeconomic practitioners — 
economists whose work lies close to the economic facts and policies of the real 
world. For practitioners the learning of flow-of-funds analysis means (1) learn¬ 
ing about die system of accounts, (2) learning how such data are assembled, and 

(3) learning how to interpret and analyze such data—primarily in the elementary 
sense of “making the numbers talk.” To help with the first objective, the book 
offers Parts I—III, which describe the accounts, which trace the development of 
the present-day accounts from their origins, and which explicate the system and 
its uses. The second task, assembly of flow-of-funds data, is supported by Parts 
IV-V, containing data methods and conceptual approaches to account design. 
Finally, there are Parts VI-VIII, which present a variety of substantive analyses 
making use of the flow-of-funds system, grouped into empirical model analyses, 
historical data analyses, and current policy analyses. 

Since its launching, die flow-of-funds field has undergone major changes both 
in the design of die accounts and in the types of analysis for which they have 
been used. A secondary purpose of this handbook is to visit some of the high 
points of this journey. As a guide to this aspect of die readings, the following 
brief sketch may be of use. 
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Following Copeland’s first complete presentation of die accounts in 1952, 
they went through a decade of what can be called “data consolidation” at die 
hands of the data producers at the Federal Reserve Board. This involved bringing 
the accounts onto a current reporting basis, moving from annual to quarterly 
figures, and seasonally adjusting the system. In addition, the nonfinancial parts 
of the accounts were truncated, and the whole system was moved toward integra¬ 
tion with the national income and product accounts, using the saving-investment 
account as the connecting link. These developments, described by Taylor in 
reading 6 and completed in about 1965, crystallized the measurements into die 
form of the accounts that we continue to use. 

Paralleling these data improvements were the beginnings of uses of die sys¬ 
tem. On one hand, it provided the material for regular current analyses of the 
financial system. But more sophisticated uses in financial projections also began, 
both within private financial institutions and within the Federal Reserve. These 
projections were significant in a number of ways. They used the flow-of-fiinds 
accounts as a system, making use of the embedded social accounting constraints. 
Secondly, they firmed up an analytical approach toward the financial system 
referred to as the saving-investment process. Finally, the projection method 
forced analytical attention onto the current financial facts and toward identifying 
causal relationships among financial flow variables. Despite its effectiveness, 
policy projection work of this type seems to have tapered off in the 1980s. 

Another major episode, which began in the 1960s, involved the meeting of 
flow-of-funds with econometric model building, especially the large macroeco¬ 
nomic models that were the outgrowth of the empirical model building sparked 
by Keynes. These model builders felt they could strengthen the financial blocks 
of their models using the financial market detail in the new accounts. Also, the 
data then becoming available on financial asset and liability levels fitted their 
theoretical approach. In this period increasing attention was paid to social ac¬ 
counting features in these models. (The development is traced by the readings in 
Part VI.) As in the projection work, much of the energy seemed to have drained 
from this effort by the 1980s. 

The financial system itself can be thought of as coming to the aid of flow-of- 
funds analysis in the 1980s and 1990s. In the United States, the debt explosion 
and the collapse of the saving and loan industry forced the attention of analysts 
on the financial system A somewhat neglected aspect of financial analysis—the 
relation of flows in he goods and services markets to the buildup of debt levels — 
came to the forefront. It was the flow-of-funds accounts (and their associated 
level data) that largely provided the basis for this sort of ratio analysis. Finally, 
since the 1970s the international financial scene has undergone dramatic institu¬ 
tional change. The larger and more volatile international capital flows are a 
challenging new area for flow-of-funds analysis. 

So much for my brief flow-of-funds history of thought. Now a final note 
about the content of the selections. The presentation of the accounts and the 
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various pieces involving analytical uses all deal with financial facts, either for 
the United States or for other countries. While this book makes no attempt to 
offer systematic financial history, nevertheless I hope that readers will, in the 
course of learning about flow-of-funds analysis, find out a good deal about die 
operation of real world financial systems. Flow-of-funds analysis does offer 
economists a systematic way of understanding facts that their financial theories 
need to explain. 

It is probable that many economists—especially those of recent vintage—will 
hardly have heard of flow-of-funds analysis and will hardly understand social 
accounting to be a discipline within economics. In a way this is hardly surpris¬ 
ing; social accounting and even economic statistics are no longer in the field 
classification of the American Economic Association. Until 1974, however, eco¬ 
nomic statistics was a major subfield, with social accounting as one of its four 
divisions. Why has social accounting and even the study of economic data of any 
kind apparently disappeared from economics? I believe it is important for econo¬ 
mists to try to understand this unfortunate development. 

Academic economics—die economics of academic institutions and academic 
journals—has in recent decades come to focus increasingly on economic theory 
as its important work, especially theory that connects itself to traditional or 
current economic doctrine. This increasingly mathematical model analysis now 
carries die prestige in academic economics. As Copeland once pointed out, eco¬ 
nomics behaves as if the way toward improved economic understanding is to 
combine more and more theory with less and less fact. 

If it is thought necessary to offer empirical support for the theory, the support 
will probably take the form of econometric results rather than a more mundane 
factual presentation. It is the study of econometric method which has increas¬ 
ingly replaced the substantive study of economic statistics. Unfortunately, 
whether heavy mathematical processing of economic data yields results that are 
still in contact with die real world is a moot question. But in any event, neither 
the theoretical model construction nor the econometric work requires any serious 
knowledge of die facts that presumably are being explained. These trends have 
brought about a serious decline in die attention that academic economists pay to 
fields which develop and analyze economic data such as social accounting. 

In addition, the acceptance of social accounting—and especially flow-of- 
funds accounting—by academic economists has been an uphill battle because its 
implications run counter to a number of doctrines deeply embedded in the minds 
of economists. Copeland himself was at pains to show die incompatibility of die 
quantity theory of money with flow-of-funds accounting. More broadly, many 
economists still believe that causal analysis in macroeconomics must be based on 
ex ante imbalances in social accounts, a belief that traces back to pre-Keynesian 
days, when investment and saving did not have to be equal. And from economet¬ 
rics we have the view that social accounting equations are “mere definitional” 
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equations not reflecting real world market adjustments. Doctrines such as these 
are not easy to dislodge. 

Whether or not these are the forces at work, it seems clear that social ac¬ 
counting has been discarded as a field by academic economics during the past 
fifty years. 

Now, academic economists are likely to see academic economics as the whole 
of economics. But it is not There is another realm. This second realm is occu¬ 
pied by untold numbers of applied economists, economic statisticians, and policy 
analysts in the ranks of businesses, governments, and international organizations. 
Let me call this second realm of economics the practitioner’s realm. In this realm 
social accounting is not abandoned. 

Practitioners are not so concerned with new economic knowledge; their focus 
is on real-world policy. Their need is not for sophisticated economic models of 
doubtful fit. Their need is for techniques of current analysis, for ways to under¬ 
stand what is currently going on in fact in their special areas to help them judge 
how policy change could improve performance.. Here social accounting has a 
home. In finance, for example, tracing the patterns of who is financing whom, of 
how saving finances investment, of shifting causation in financial markets— 
these would be most helpful to practitioners. And these are among the fruits of 
flow-of-funds analysis. 

So let us turn now to three readings which introduce the flow-of-funds ac¬ 
counts. The first is by Morris Copeland, the inventor of the “moneyflows” ac¬ 
counts. It seems only fair to let him speak for himself—to presume he knew what 
he was doing. In this 1949 piece he is introducing the new system to the account¬ 
ing profession. The second reading introduces the later form of the accounts, 
now titled the flow-of-funds accounts. It was written by Stephen Taylor, the 
longtime Chief of the Flow-of-Funds Section at the Federal Reserve. It shows the 
state of the accounts in about 1975. The third reading is the up-to-date presenta¬ 
tion by the Federal Reserve Board staff. All three of the pieces not only present 
the accounts but also use the system in brief data analyses. 



_1 

Morris A. Copeland 

Social Accounting for Moneyflows 

( 1949 ) 


Our economy has suffered in the past from business depressions and unemploy¬ 
ment, and in spite of the present high level of business activity, there is no 
reason to think depressions have been eliminated. If we look beyond the im¬ 
mediate situation, unemployment is still our most important economic problem. 
Because we live in a money economy where moneyflows play an important role 
in organizing economic activity, a better understanding of moneyflows should 
help us toward a better understanding of the problem of maintaining reasonably 
full employment. 

The study in which I have been engaged aims to provide measures of 
moneyflows that will answer questions such as these: When total purchases of 
our national product increase, where does die money come from to finance 
them? When purchases of our national product decline, what becomes of the 
money that is not spent? Is it hoarded, or what? Who has and exercises discretion 
to increase or decrease expenditures on national product? What part do cash 
balances, other liquid asset holdings, and debts play in the cyclical expansion 
and contraction of moneyflow? 

Moneyflows arise out of transactions. Because they arise out of transactions, 
they are recorded in accounts to the extent that the transactors involved keep 
books. Because they arise out of transactions, too, overall estimates of the 
moneyflows in our economy lend themselves to presentation in financial state¬ 
ment form. Such a form of presentation has the great advantage of organizing the 
component moneyflow estimates into a systematic picture, a picture that brings 
out a number of equalities between debit totals and credit totals. These equalities 
facilitate the process of making statistical estimates of moneyflows. They are 
also very useful in making economic interpretations of moneyflow figures. 


Reprinted, with permission, from Morris A. Copeland, “Social Accounting for 
Moneyflows,” The Accounting Review 24 (July 1949): 254-64. 
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The preparation and interpretation of overall economic statistics in financial 
statement form is a procedure that has come to be known as social accounting. 
Social accounting, as a procedure of economic research, has already yielded 
highly valuable returns. But in my opinion it is only in its infancy. The real 
growth of social accounting lies ahead. I believe the next two or three decades 
will see a great expansion of social accounting. 

The most familiar and extensive use of social accounting today is in die field 
of national income. But this is only one of its potential uses. To an accountant 
the idea of a national balance sheet seems a logical corollary of the idea of a 
national income statement. Economists have had a great deal to say about 
wealth, but they have only begun to approach the study of wealth via social 
accounting. We haven’t done much toward constructing a national balance sheet. 

The subject of money, credit, and moneyflows lends itself to a social accounting 
approach. But a different approach to this subject has been customary, an approach 
in terms of an analogy to a physical, hydraulic circuit Although Irving Fisher gave a 
great impetus to the social accounting approach to national income and wealth, he 
used the customary hydraulic approach to moneyflows. So did J.M. Keynes. The 
social accounting approach to moneyflows is a recent development I think the study 
in which I have been engaged may be called the first comprehensive effort in this 
direction. The slow development of a social accounting approach in this field is, I 
think, due in large part to the fact that a quite different kind of social accounting 
approach is needed here from that appropriate to national income. 

If this approach has been slow in developing, die need for it nonetheless is 
urgent. The subject of money, credit, and moneyflows is a highly technical one, 
but it is also one that has a wide popular appeal. For centuries it has attracted 
quacks as well as serious students, and there has too often been difficulty in 
distinguishing a widely held popular belief from a competently formulated and 
tested scientific hypothesis. 

I have said that the subject of money and moneyflows lends itself to a social 
accounting approach. Let me go one step farther. I am convinced that only with 
such an approach will economists be able to rid this subject of the quackery and 
the misconceptions that have hitherto been prevalent in it. 

But what are moneyflows, and how can they be measured? Briefly, 
moneyflows are sources and dispositions of money that arise out of transactions 
between two transactors. Let me emphasize the two transactors. There are trans¬ 
actions, as the accountant uses the term, that involve only one transactor and that 
are not moneyflow transactions, e.g., debit depreciation expense, credit deprecia¬ 
tion reserve. Because moneyflow transactions involve two transactors, the social 
accounting approach to moneyflows rests not on a double-entry system but on a 
quadruple-entry system. Let me give the journal entry for your purchase of a 
pound of beefsteak from the cash-and-carry. For the cash-and-carry, debit cash 
$1.30, credit receipts from customers $1.30. For you, debit customer expendi¬ 
tures $1.30, credit cash $1.30. 
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I have said that the moneyflows of our economy can be summarized in finan¬ 
cial statement form. The national income for any year can be summarized in a 
statement that takes the form of a single balancing account But to summarize 
moneyflows usefully we must divide our economy into a number of sectors or 
groups of transactors and prepare a separate balancing statement for each sector. 
We need an exhibit that will report each moneyflow both as an inflow to some 
one sector and as an outflow from some other. The need for such an exhibit is 
one of the major differences between the social accounting approach to national 
income and tint to moneyflows. I shall mention others presently. 

But we can get a better idea of the nature of moneyflows if we consider first 
the form of financial statement appropriate to exhibit them. A major task in die 
moneyflows study I have been making was the development of this form of 
statement There ate four criteria for such a statement. 

1. To reveal moneyflows, if we take the term naively, die statement should be 
on a cash basis. In general such a basis was adopted, but considerations of 
expediency led to one very significant deviation from a strict cash basis, to be 
noted shortly. I shall therefore refer to the statements developed in the study I 
have been making as being on a moneyflows basis. 

2. To facilitate interpreting and interrelating the statements for the several 
sectors of the economy it seems essential to adopt a standard form for all of 
them. One problem such a standard form involves is the diversity of accounting 
conventions. We have one set of conventions in the general business field, quite 
a different set of conventions for government accounting, a still different set for 
insurance. The statement form must be a kind of greatest common denominator 
for the various accounting conventions. 

3. The statement form should reveal not only moneyflows but also cash bal¬ 
ances and various other balances that perform similar or closely related functions. 

4. Except for changes in cash and related balances, moneyflows should so far 
as feasible be reported gross; inflows should not be netted against outflows; all 
moneyflows of general economic significance should be disclosed. 

No generally recognized form of financial statement fully meets these four 
requirements. A special form had to be devised. But it is not entirely new. It is a 
modification of the sources and application of funds statement. Further, it is, I 
believe, a form that has been implicit in a good deal of economic thinking. I call 
it a statement of payments and balances. Let us take the statement for households 
as an illustration. 

Part One shows ordinary receipts—all nonfinancial sources of money—and 
net money obtained through financial channels. It also shows all ordinary expen¬ 
ditures and net money advanced to finance others or returned to others. 

Statements of payments and balances similar to that before you have been 
prepared for the other sectors of the economy. Ordinary receipts and expendi¬ 
tures are detailed on the several statements in general conformity with a standard 
object classification of accounts. This standard classification facilitates the mak- 
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ing of the statistical estimates. It also helps us in tracing the economic impact 
of one sector’s activity on other sectors. There are thirteen main objects of 
ordinary receipt and expenditure in this classification, illustrated by lines A 
through G, insurance benefits (lines H, J, and K taken together), and lines K, 
S, U, V, and W. 

I have said that Part One of this statement is on a moneyflows basis. Eleven of 
the thirteen categories of ordinary transactions, all except lines E, T, and U, are 
reported on a cash basis. The transaction is entered at the time of settlement So 
are the cash sales included in lines E and T. But credit sales included in lines E 
and T and instalme nts to contractors (line U) are reported on a book credit basis; 
the transaction is entered at the time die customer is charged on the books of the 
seller or construction contractor. 1 

Part Two of the statement of payments and balances gives a partial bal¬ 
ance sheet. The asset items shown are called loanfunds receivable and the 
liability items loanfunds payable. Line k shows the net loanfund balance 
receivable. Changes in this net balance are due partly to writeups and write¬ 
offs during the year. The only such revaluations affecting the household 
statement are those for forgiven debts. When we exclude the effects of book 
revaluations from the increment in net loanfunds receivable, we get line p on 
the household statement. This appears in Part One as the net funds obtained 
through financing (line N) or net funds advanced to finance others (line b). 
Thus the changes in a sector’s financial structure are related to its ordinary or 
nonfinancial transactions. 

There are eleven sectors or transactor groups for which statements of pay¬ 
ments and balances for 1936-42 have been prepared. They include farms, nonfi¬ 
nancial corporations, other nonfinancial enterprises, the federal government, 2 
other governments, banks and U.S. monetary funds, three other financial groups, 
and the rest of die world. The statement of payments and balances for the rest of 
the world is a modified form of the balance of international payments statement. 
The statement for the federal government is useful not only as a part of the 
moneyflows measurements but also as an exhibit of federal finances standing by 
itself. 3 Official statements are difficult to interpret. Try to find in them the total 
federal cash balance, for example, or federal accounts payable. The statement of 
payments and balances answers these and a large number of other significant 
questions. And it gives a consolidated report for the government considered as a 
single transactor. There has been an urgent need for a comprehensive federal 
financial statement summarizing the major aspects of fiscal policy that affect 
general business activity. The statement of payments and balances is a form 
particularly adapted to filling this need. 

I shall have to ask you to imagine for a moment that you have a statement of 
payments and balances for each of the eleven sectors before you. I want to call 
your attention to four fundamental propositions that follow from such a set of 
statements. Let me first state them baldly and then add some qualifications. 
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1. For any transactor for any period total sources equal total dispositions of 
money. 

2. A source of money for one transactor means a disposition of money by 
someone else, and vice versa. 

3. A loanfund receivable for one transactor means a loanfund payable by some¬ 
one else, and vice vena. 

4. An increase in a loanfund balance receivable is a disposition of money by 
the holder, for someone else it means a decrease in a loanfund balance 
receivable or an increase in payables and a source of money. The converse 
holds for this proposition, too. 

These four propositions follow from the assumption that the social account¬ 
ing approach to the subject of money, credit, and moneyflows rests on a qua¬ 
druple entry basis. But we must not forget that the eleven sector statements are 
not an accounting recapitulation; they are only a statistical approximation. Each 
of the four propositions states an equality between debits and credits, and in 
each case die equality may not quite hold. We must recognize the presence of 
statistical discrepancies in and between the eleven statements. Nor is this all. 
Propositions 2, 3, and 4 assert relations between two sector statements. They 
assume an accounting uniformity that has not been fully achieved statistically. 
They must be qualified also, therefore, by noting that there are deviations from 
a uniform accounting procedure. I shall say something about these deviations in 
a moment; but before doing so I should like to consider some economic corol¬ 
laries of the four propositions that do not appear to be materially weakened 
either by the existence of statistical discrepancies or by the failure to achieve 
accounting uniformity. 

First let me indicate how corollaries of the four propositions can be used to 
correct a somewhat prevalent misconception in regard to moneyflows and the 
nature of inflation. Ibis misconception is fostered by speaking of banks as “cre¬ 
ating” deposits. The process so designated is supposed by some to provide a 
financial source of money for all transactors taken together, a source of money to 
which no financial disposition of money corresponds. And the added financial 
source is supposed to be spent in the form of increased ordinary expenditures, 
and so to lead to inflation. From die point of view of social accounting these 
suppositions regarding the way in which moneyflows expand are sheer nonsense. 

What happens when the cash balances of nonbank transactors increase? Com¬ 
monly we have the following: 

For banks and U.S. monetary funds 

The increase in currency and deposit liabilities is a source of money. 

There is an equal disposition of money—an increase in loans and securities 
held and/or the monetary gold stock. 

For nonbank (i.e., all other) transactors 
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The increase in cash balances is a disposition of money. 

The increase in debt to banks or decrease in portfolios is a source of money 
or—Tor the rest of the world—gold imports into the United States are a 
source of money. 

This is what commonly happens. It does not cover all the possibilities but it 
covers what is presumably meant by saying banks “create” deposits. And there 
is no net financial source of money either for banks and U.S. monetary funds or 
for nonbank transactors. In each case what we have is change in the composi¬ 
tion of the net loanfund balance receivable, not a change in the amount of the 
net balance. 

Probably the most important qualification to add to this statement of the case 
is that an increase in nonbank cash balances, if initiated or encouraged by banks, 
is likely to mean reduced interest rates. 

The second group of corollaries I wish to mention is far more significant. It is 
also a far more complicated affair and I shall only be able to outline it. First let 
me reformulate propositions 2 and 4. For all transactors together: 

5. Total ordinary receipts equal total ordinary expenditures. 

6. Money advanced or returned minus money obtained through financial 
channels equals zero. 

Now, these two propositions do not hold for the individual transactor. He has 
more or less discretion to increase his ordinary expenditures and to make up any 
excess of such expenditures over ordinary receipts by drawing down his net 
loanfund balance receivable. A transactor’s discretion to increase his ordinary 
expenditures will be limited by various factors including the size of his balance 
and his credit standing. The individual transactor has more or less discretion not 
only to expand his ordinary expenditures but also to contract them and add to his 
net loanfund balance receivable. 

Cyclical expansions in the total moneyflows in the economy are brought 
about when some transactors dishoard their loanfund balances and expand their 
ordinary expenditures. Let us call transactors who so initiate expansion “bulls.” 
The money required by bulls to finance their cash deficits is always and neces¬ 
sarily advanced or returned to them by others. Let us state this point in social 
accounting form: 

For bulls 

The excess of ordinary expenditures over ordinary receipts equals money 
obtained through financing. Total sources equal total dispositions of 
money. 

For all others together 

The excess of ordinary receipts over ordinary expenditures equals money 
advanced or returned. Total sources equal total dispositions of money. 
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For all transactors 

Total ordinary receipts equal total ordinary expenditures. 

Essentially the process by which an expansion in moneyflows—and an ex¬ 
pansion in general business activity—is initiated is one in which some transac¬ 
tors, bulls, exercise their discretion to increase their ordinary expenditures. They 
obtain the money for this increase through financial channels. Others get in¬ 
creased receipts and advance or return money to bulls through financial chan¬ 
nels. Thus die federal government’s ordinary expenditures expanded during the 
war and it made up its deficit by borrowing. For other sectors taken together, 
ordinary receipts increased more than ordinary expenditures by an amount just 
sufficient so that they absorbed the additional U.S. securities. 

The process by which a general contraction in moneyflows is initiated is 
somewhat analogous. I shall not stop to outline it except to say that some 
transactors exercise their discretion to curtail ordinary expenditures and add to 
their net loanfund balances receivable, to stint and hoard. We call such transac¬ 
tors “bears.” 

In addition to bulls and bears there are many transactors who are relatively 
passive; they just follow the leader. They are called “sheep.” 

A major finding of our moneyflows study is that the moneyflows of bulls, 
bears, and sheep have quite distinctive patterns. The sector statements of pay¬ 
ments and balances provide information that, during most of the period covered 
by the study, enable us to say with a good deal of confidence which sectors are 
actively promoting expansion or contraction of business, and which are rela¬ 
tively passive. I submit that this finding is of great potential importance. To test 
it out we shall need moneyflow measures on a current basis. 

I have indicated that banks do not create a financial source of money for 
anyone, and that they do not initiate inflation. But they do participate very 
extensively in the moneyflows that pass through financial channels from one 
nonbank sector to another. In fact, it seems fair to say that banks are the 
channels for a substantial part of financial moneyflows. For this reason banks 
can do a great deal to facilitate the process of expansion of total moneyflows 
and to aggravate the process of contraction. Statistical measures of this partici¬ 
pation can be derived from the statements of payments and balances. If, as I 
hope, it proves feasible to compile these measures of bank participation in 
financial moneyflows currently, the informational basis for our credit policy 
should be very materially strengthened. 

We shall have to leave the subject of the economic corollaries of the quadru¬ 
ple-entry system with these somewhat inadequate comments. For simplicity I 
have spoken as if there were no statistical discrepancies and no deviations from 
accounting uniformity. As the moneyflow estimates stand, deviations from ac¬ 
counting uniformity are less in evidence than they should be. This is because it is 
often necessary to estimate a debit item on one statement from a credit item on 
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some other statement, or vice versa. There are three kinds of deviations that have 

had to be reckoned with: 

1. those due to differences in the timing of entries into the accounts; 

2. those due to differences in the valuation of loanfund balances; 

3. those due to differences in the classification of accounts. 

I can only give an illustration of each. 

Theoretically we might expect the cash balances of nonbank transactors to 
equal the currency and deposit liabilities of banks and U.S. monetary funds. 
Actually the estimated cash balances are smaller. This is due principally to the 
mail float. The mail float also tends to produce an opposite discrepancy between 
trade receivables of all transactors and total trade payables. There are always 
cheques in the mail in transit between maker and payee. On the makers’ books 
such cheques have been credited to cash and debited to some other account, 
presumably in most instances debited to trade payables. On die payees’ books 
they have not yet been debited to cash and credited to trade receivables. These 
cheques constitute die mail float It tends to produce a credit balance in what I 
call the national currency and deposits account and a debit balance in the na¬ 
tional book credit account. These two mail float discrepancies represent the only 
important kind of deviation from a uniform timing of entries that shows up in the 
estimates. 

To the extent that we have independent data on portfolios, the stocks they 
include are in general presumably valued on a cost or market formula. In the 
corporate sector statements 4 an attempt has been made to show stock outstanding 
on a paid-in-capital basis. Chiefly for this reason the value of total loans and 
securities held exceeds the value of outstandings. 

So far as the moneyflows figures are concerned, this difference is of conse¬ 
quence only to the extent that valuations are changed during die year. In comput¬ 
ing the net financial moneyflow for any sector it is necessary to exclude the 
effect of portfolio valuation changes on die total book increment in net loanfunds 
receivable. With present data this involves a good deal of guessing. 

There are several points at which it has seemed wise to deviate from a stan¬ 
dard classification of accounts. None of them greatly affects the overall picture. 
The monetary gold stock affords an illustration. This item is treated as an asset of 
banks and U.S. monetary funds. A secondary factor in changes in gold stock is 
domestic production. The sale of gold by domestic producers is treated in the 
same way as the sale of copper or zinc. Thus an increase in the gold stock from 
domestic sources appears on the statement for banks and U.S. monetary funds as 
a financial disposition of money and on the statement for nonfinancial corpora¬ 
tions under receipts from customers. To a minor extent this tends to make money 
advanced or returned by all transactors exceed money obtained through financ¬ 
ing, and receipts from customers exceed the total of customer expenditures. 
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Furthermore, because of this deviation from a standard classification of accounts, 
there is a minor part of the monetary gold stock (i.e., of a loanfund receivable by 
banks and U.S. monetary funds) for which there is no corresponding loanfund 
payable item on the statements of payments and balances for other transactors. 5 

There are various important aspects of social accounting for moneyflows that 
I can only mention. The statement of payments and balances for a business 
corporation is radically different from the ordinary type of financial statement, 
though the moneyflow statement can be derived from die other if sufficient 
object detail is disclosed and if there are appropriate supporting schedules on 
some of the balance sheet changes. A corporation is quite likely to show a deficit 
in its ordinary transactions account when on the usual reckoning it is in the 
black, and a surplus in its ordinary transactions account when it is in the red. But 
this fact does not reflect on the significance of either type of statement; each of 
them tells a significant story. 

Part One of the statement of payments and balances is clearly not a cash 
account. But I suspect that some economists have commonly had something like 
Part One in mind when they thought they were talking about a cash account. 

However, it must be admitted that Part One omits a very large volume of 
moneyflow transactions. This is primarily because money obtained or advanced 
through financial channels is shown on a net basis. The transactions that are 
netted out, e.g., the cashing of a cheque, I call technical transactions. Although 
the volume of technical transactions is very large, I think their general economic 
significance is very small. 

There is one item of unfinished business: the differences between the social 
accounting approach to national income and wealth and that to moneyflows. I 
have mentioned the quadruple-entry basis for the latter and the need for exhibit¬ 
ing moneyflows through a number of separate sector statements. To construct a 
national income statement or a gross national product statement it is necessary to 
divide the economy into two parts, productive enterprises on the one hand and 
households and quasi-households on die other. A consolidated income account is 
then prepared for productive enterprises. The several statements of payments and 
balances are not income statements and in general they are not consolidated but 
combined statements; transactions between transactors in the same sector are 

shown . 6 The total of moneyflow transactions in die eleven sector statements is 

well over three times the gross national product. Nonetheless, there are various 
transactions revealed in the gross national product account that are not 
moneyflows. Some of these are accrual items like depreciation, but there are 
also imputed items, such as the value of food produced and consumed on the 
same farm. 

These are the main differences between the two types of social accounting 
approach. The national income and product accounts present one perspective on 
our economy, a consolidated report on the operations of productive enterprises 
on an accrual and imputation basis; the statements of payments and balances 
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give quite a different perspective, a set of combined sector statements of 
moneyflows and loanfimds. Both perspectives are essential for a proper under¬ 
standing of our economy. Further, we clearly need to tie die two perspectives 
together, but I cannot tell how that is done this afternoon. I can only say that the 
contrast I have drawn between the two perspectives makes that job sound a lot 
tougher than it really is, and that to tie together the information in the national 
income and products accounts and what we know about the financial structure of 
our economy—about loanfimds—has been a major objective of the study. 

I think you will agree that the social accounting approaches to the study of 
economics use a number of accounting concepts and a number of accounting 
procedures extensively. I hope enough has been said by Hagen, Friend and me to 
convince you that social accounting has already produced a good many findings 
that are very important for public policy and that it is likely to produce a great 
many more. 

It seems fair to say that accountants have not contributed much to social 
accounting thus far. But their help is urgently needed. I, for one, hope that an 
important contribution from this association to social accounting will grow out of 
this session. 

Notes 

1. In the present state of our information it has not been possible to conform as fully to 
the fourth criterion as would theoretically be desirable. To a minor extent there is netting 
of some ordinary receipts and expenditures in die various sector statements. 

2. Monetary funds and funds of the District of Columbia and of territorial govern¬ 
ments are included in other sectors rather than as parts of the federal government 

3. See Concerning a New Federal Financial Statement, Technical Paper No. 5 (New 
York: National Bureau of Economic Research, 1947). 

4. These three sectors are entitled industrial corporations, banks and U.S. monetary 
funds, and security and realty firms et al. The third is partly noncorporate. 

5. A similar comment applies in connection with the item known as ‘Treasury cur¬ 
rency,” which is also a loanfiind receivable by banks and U.S. monetary funds. 

6. The statement for banks and U.S. monetary funds and the statement for die rest of 
the world are consolidated statements. 
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Board of Governors of the 
Federal Reserve System 

Concept of the Flow-of-Funds 

Accounts 

( 1975 ) 


The flow-of-funds system of national accounts is designed to bring die many 
financial activities of the U.S. economy into explicit statistical relationship with 
one another and into direct relation to data on the nonfinancial activities that 
generate income and production. The purpose of the accounts is to provide, 
systematically, the aggregate measures of transactions needed to identify both 
influences of the nonfinancial economy on financial markets and reciprocal in¬ 
fluences of financial market developments on demand for goods and services, 
sources and amounts of saving and investment, and the structure of income. The 
accounts are intended to provide an empirical base for exploring such questions 
as die sensitivity of borrowing to interest rates as against other influences, die 
effects of cost and supply of credit on physical investment demand, the role of 
money holdings in the public’s structure of assets and liabilities, and die relation 
of financial positions—levels of assets and liabilities—to demands for goods and 
services, for credit, and for investment in financial claims. 

The flow-of-funds system focuses on such questions in a macroeconomic 
setting that covers, as far as possible, all of the institutional groups and all types 
of transactions in the economy. Some elements of die system exist elsewhere and 
separate from the structure—as statements of, for example, corporate finance, 
government finance, balance of payments, money and banking activities, 
individuals’ saving, residential finance, and security market activity. These ele¬ 
ments are incorporated into the system as integral parts, together with informa- 


Reprinted from Board of Governors of die Federal Reserve System, Introduction to 
Flow of Funds (Washington, DC: Board of Governors of the Federal Reserve System, 
197S): 2-27. Appendix tables and references to them have been deleted. 
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tion from income and product accounts on saving and capital formation. Each 
such element is one aspect of an integrated economy, and each connects with the 
others in several ways. The security markets, for example, are a point of intersec¬ 
tion among business developments generating long-term credit needs, interna¬ 
tional capital movements, bank credit availability, flow of credit through 
financial institutions, and the financing of government deficits. When all of die 
relevant information is put together in mutually consistent fashion in one frame¬ 
work, each element is seen as part of a broader macroeconomic system, and its 
connection with the other parts can be made explicit enough for analysis. Like 
the national income and product accounts published by the Department of Com¬ 
merce, the flow-of-funds system is a social accounting structure that records both 
the payment and die receipt aspects of any transaction included in the system and 
that includes a balance in each account of the structure between total payments 
and total receipts. The flow-of-funds accounts can in fact be viewed as a direct 
extension of the Commerce income and product structure into the financial mar¬ 
kets of the economy, with the purpose of establishing direct linkages between the 
Commerce data on saving and investment—the capital account in the income 
and product structure—and the lending and borrowing activities that are associ¬ 
ated with saving and investment. 

Model Account Structure 

The nature of those linkages and, more generally, the relation of financial mar¬ 
kets to the nonfinancial activities of the economy are portrayed in Table 
2.1. The table is a severely condensed and simplified form of the published 
flow-of-funds matrix that maps more completely the basic structure of the flow- 
of-funds system. 1 The arithmetic of the matrix is fairly simple, and when applied 
to the full system of accounts it provides a basis for understanding both the 
accounting relationships among the flow-of-funds time-series tables and the ana¬ 
lytic approach underlying the system. 

Very briefly. Table 2.1 is a statement of capital account for the economy as a 
whole, showing investment in assets in the uses col umns and means of financing 
that investment in the sources columns. The table divides the economy into 
several sector groups, each of which has a column in the matrix, and all transac¬ 
tions of each group are recorded on one or another of the matrix rows. The top 
row—saving—is for each sector the net sum of current receipts from income less 
current outlays for consumption, operating expenses, and so forth. Saving ap¬ 
pears as a net amount available from current operations for investment purposes. 
Other amounts are borrowed in financial markets by each sector, and borrowings 
and saving together are the sources of funds used to acquire physical and finan¬ 
cial assets. 

A distinction is drawn between nonfinancial transactions reflected in the first 
two rows of Table 2.1—purchases and sales of goods and services, transfer 
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Table 2.1 

Model Flow-of-Funds Matrix (hypothetical data; billions of dollars) 


Private 

domestic 

nonfinancial 

sector 

Transaction 

Government 

sector 

Financial 

inter¬ 

mediaries 

lector 

Rest of 
world 
sector 

Totals 

Memo: 

domestic 

totals 

category 

Use Source 

Use Source 

Use Source 

Use Source 

Use Source 

Use Source 

Nonfinancial: 







1. Saving 

179 

-10 

5 

-4 

170 

174 

2. Capital outlays 

170 

- 

- 

- 

170 

170 

Rnancal: 







3. Net financial 
investment 


-10 



_0 


4. Total financial uses 
and sources (5+6) 

_fi2 _6Q 

_5 -11 

_ZQ -11 

—1 _Z 

147 147 

144 140 

5. Deposits at financial 
intermediaries 

50 

3 

55 

2 

55 55 

53 55 

6. Loans and securities 

19 60 

2 15 

70 10 

1 7 

92 92 

91 85 


Note.--This table compresses about 20 sectors in the full system into four columns for sector types 
that are to be distinguished in the present discussion, and the rows are a similar grouping of 
transaction categories. In addition, the matrix is simplified by omitting the row and the column for 
discrepancies and a number of items peripheral to the main stream of financial transactions. These 
omitted items are treated in the model as nonexistent in the simple economy shown. Of the 
omissions, the most important for the discussion that follows is insurance and pension reserves, 
which are a major form of intermediation. 

payments and receipts, and taxes—and financial transactions in the following 
rows—net changes in die capital amounts of claims owed as liabilities or held as 
assets by each sector. All of the financial transactions of a sector are combined 
into a net financial investment that is die excess of the sector’s lending (financial 
uses) over its borrowing (financial sources). 

The two most basic constraints in the matrix are (1) that for each sector, total 
investment, which is the sum of capital outlays plus net financial investment, is 
by definition equal to the saving shown in row 1 for the sector, and (2) that on 
any one row of the matrix the sum of all uses of funds shown across the columns 
is equal to the sum of all sources of funds in that row. (Rows 1 and 2 of Table 
2.1 are the source and use sides, respectively, for a single row covering all 
nonfinancial transactions together.) With balance vertically between saving and 
investment and horizontally between payments and receipts, each column and 
each row constitutes one full account of the structure, and die relationships 
among columns, among rows, and between columns and rows express die inter¬ 
locking nature of the accounting system as a whole. 

As one illustration of the structure, the government column in Table 2.1 can 






22 PRESENTING THE ACCOUNTS 


be seen to be a particular form of budget statement, with a nonfmancial deficit in 
die first row offset by a net sum of changes in cash balances, loans, and debt 
outstanding in the rows below. This column is a balanced account that differs 
from other budget statements for governments mainly in that it distinguishes 
sharply between nonfmancial and financial transactions and arranges transac¬ 
tions so that they can be identified across the rows in the accounts of other 
parties to the transactions. The rest of the world column is similarly a particular 
form of balance of payments statement, arranged so as to connect it with other 
sector col umns along specific rows. A loan from the government to abroad, for 
example, appears on row 6 as a government use of funds and a foreign source of 
funds, regardless of how it may be treated in other budget statements or balance 
of payments statements. Each of the two loan entries—the use and the source—is 
then playing a double role in the matrix, vertically as a component of its sector’s 
column balance, and horizontally as part of the row balance. In the row they of 
course balance each other, but vertically they integrate in more complex ways 
with the other transactions of the two sectors separately. The interlock of the 
system consists of establishing such double roles, horizontally and vertically, for 
all transactions of all sectors in the system simultaneously. The result is an inte¬ 
grated structure that can be used to measure linkages either vertically or horizon¬ 
tally or, in die most complete forms of analysis, in both directions simultaneously. 

The condition that saving equals investment for each sector is identical in 
form with the well-known equality of saving and investment for the overall 
economy in income-and-product accounting. For the total economy, investment 
on a consolidated basis consists of outlays for capital goods plus net foreign 
investment, the excess of lending abroad over borrowing from abroad. In the 
flow-of-funds accounts, similarly, each sector’s investment consists of its pur¬ 
chases of capital goods plus a net financial investment that includes net lending 
to the rest of the domestic economy as well as to abroad. In the model matrix 
(Table 2.1), the first three rows state the equality of saving and investment for 
each sector, and at the right of the model matrix is a separate column of totals for 
the three domestic sector columns of the table. This memo column is one form of 
the capital account in the Commerce Department income and product system. It 
can be seen that the matrix, in its domestic sector columns, constitutes a 
deconsolidation of that capital account, with capital outlays distributed among 
the domestic sectors and for each a net financial investment that is a more 
general form of the net foreign investment in the consolidated total. 

This relation to the Commerce domestic capital account is in the first three 
rows of the matrix. In the lower rows, the matrix goes into detail on the forms of 
lending and borrowing by each sector that underlie the sector’s net financial 
investment Only two types are shown on the model—deposits at intermediaries 
and loans and securities—but the full matrix has many more than this. For each 
of these financial rows a full accounting of purchases and sales of the particular 
type of instrument is required in the system. It is this detailing of credit transac- 
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tions in the capital account that brings the financial statistics of the economy into 
coherent relation to one another and into direct relation to the nonfinancial 
statistics in income and product accounts. The accounting link to nonfinancial 
transactions is net financial investment (row 3 of Table 2.1), but die economic 
substance of the information is in the interactions among specific types of credit 
flows—deposits and loans—and between such flows and specific forms of capi¬ 
tal outlay, income generation, and saving, all within the accounting constraints of 
the system. 

The matrix goes beyond die Commerce capital account in that it incorporates 
the foreign sector (rest of the world) as an explicit column. This form requires 
that the consolidated domestic capital account be shown as a memo column, but 
it has the advantage that for each financial transaction row the matrix states 
direcdy all of die transactions in the market, whether domestic or foreign. Alter¬ 
native forms tend to complicate or obscure the matrix without adding information. 

Analytic Role of Matrix 

The matrix is an essential framework for both calculating and using financial 
market statistics on an economy-wide basis. It is general enough in form to 
assimilate the creation of new types of financial instruments, new forms of 
relationship, and changes in emphasis or practice that are continually occurring 
in individual financial markets. The explicit constraints of the system enforce a 
consistency of analysis not easily reached without the framework, particularly in 
questions at a macroeconomic level, where all market forces interacting with one 
another are to be accounted for. Such questions become operable only when the 
transactions involved have been stated within the matrix context on a complete 
basis but without double-counting. 

The role of die matrix for such purposes can be seen by the simple exercise 
of assuming some major financial development—such as a sharp rise in govern¬ 
ment borrowing or in deposit flows to banks—placing that flow in its appropri¬ 
ate cell of the matrix, and working out even a minimum possible conjunct set of 
entries that must exist to keep the matrix in balance. If the example is in 
government borrowing, that source of funds to the government must be mir¬ 
rored in the government column in some combination of a nonfinancial deficit 
(negative saving) and government lending as an offsetting use of funds, since 
the money raised is obviously being absorbed in one way or another. At the 
same time, the borrowing itself must be matched by an equal amount of lending 
somewhere along the row that carries government securities. And in whatever 
column that lending appears, there must be a source of funds available for this 
use. In the simplest situation that source can be the positive private saving and 
borrowing from the government that are already implied in the government 
account. For example, a minimum complete accounting for the government 

borrowing might be: 
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Private Government 
Use Source Use Source 

Saving 7 -7 

Government loans 3 3 

Government securities 10 10 

When this form of speculation is extended from the merely possible into the 
realm of the likely, economic analysis enters the exercise. In die example above 
there are questions of the probable demand by private sectors for other types of 
financial assets, such as cash and other deposit claims, that are competitive with 
governments as investment forms and that affect the volume of flow into finan¬ 
cial intermediaries and the volume of credit supplied by intermediaries. More 
broadly, analysis raises questions as to the circumstances that generated the 
government deficit, including income distribution and private demand for capital 
goods, and the resulting influences on credit market flows. Each aspect of the 
picture interacts with the others, and as the various tendencies are itemized they 
are to be fitted into the frame of the whole in mutually consistent forms. 

The operation of the matrix is also illustrated by considering the question of 
what happens when the money supply increases. Money is a liability of the 
banking system and an asset of the public; if it increases, the increase must be 
accompanied by some combination of a decrease in other bank liabilities, an 
increase in bank assets, and offsets in the accounts for other sectors. The organi¬ 
zation of the accounts forces these contra-entry questions to the surface and in 
the process spells out the initial question in a complete form. 

Analysis of this kind can be applied to an actually expected set of develop¬ 
ments by using the matrix structure as a device in forecasting or projecting the 
future, with the specific function of keeping individual parts of die forecast in 
touch with one another. The merit of such constrained systemwide forecasts is 
that each element can be tested by the plausibility of its counterparts in other 
areas of the matrix. The structure as a whole is reasonable only when all of its 
parts are reasonable. Whether the elements are derived econometrically from 
empirical models or put together judgmentally by hand, there is room in the 
procedure for successive approximations that approach the final result by work¬ 
ing out die effects of each change on the rest of die structure and by then 
working back from the effects to revised versions of the initiating change. 

Developing a complete forecast on this basis illustrates the integral role of 
financial market behavior in capital theory and in general theories of income, 
production, and economic growth. For each individual in the economy, the 
choices he makes as to consumption, physical investment, financial investment, 
and borrowing are related to one another and are confined only as a group within 
the limits of his income and net worth. The option of borrowing lets a person 
shift his consumption and investment patterns over time, and higher levels of 
debt allow him to carry higher levels of either physical or financial assets at any 
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time. He may in his mind attach priorities to one or another use of his income, 
but in practice all of his demands work against one another to some extent and 
indeed are also influencing the amount of income he tries to earn. 

The columns of the matrix recognize these relations among the activities of an 
individual transactor by putting all of his transactions together in the general 
form of a statement of sources and uses of funds. 2 The system becomes macro- 
economic when the columns for all sectors are put against one another to gener¬ 
ate the market summary rows where the demands of different transactors 
impinge on one another. The effect is a joining of financial investment analysis 
directly to theories of production, income, saving, and physical investment in a 
manner that adds generality to the model as a whole. 

Stocks and Flows 

The immediate connection between financial markets and nonfinancial activity is 
in terms of net flows of claims, since it is as flows that financial markets absorb 
funds from income and supply funds to spending. These financial flows are 
always increments in amounts of assets and liabilities outstanding, however, and 
the levels of these claims in existence are as much a part of the picture as the 
flows themselves. Economic equilibrium (in any sense of that term) must be a 
balance simultaneously among stocks, among flows, and between the stocks and 
flows, a consideration that is reflected not only in advanced models but also in 
such rule-of-thumb indexes as liquidity ratios, turnover rates, and debt-service 
coverage by income. 

Over die period covered by the flow-of-funds accounts, several types of credit 
have shown fairly stable relations to expenditures or receipts in terms of flows, 
but the flows have been at such rates as to generate strong secular drifts, relative 
to activity, in levels of debts and assets, either upward or downward. The mean¬ 
ing of these drifts in stock relationships, or even whether they have meaning, is 
an important aspect for financial analysis for the near and intermediate future, 
and for such questions data on stocks of financial claims outstanding are in¬ 
cluded in the published data on a basis parallel to the tables on flows, including 
both a matrix of claims as assets and as liabilities, and time series compilations 
for individual rows and columns. 3 

Intermediation and Primary Credit Flows 

The generality of the matrix tends to obscure certain structural aspects of the 
financial system that are of continuing interest in analysis. These structural as¬ 
pects have to do with concepts such as intermediation, “primary” demands for 
credit, and “ultimate” sources of credit—or more broadly with “double-counting” of 
credit flows and the position of financial institutions in the system. In a general 
sense, intermediation consists of borrowing for the purpose of lending rather 
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than for nonfinancial outlays. The term is usually associated with financial 
business, such as banks, savings institutions, insurance companies, and in¬ 
vestment companies that concentrate on such activities. The distinction be¬ 
tween intermediaries and nonintermediary sectors must be recognized as 
institutional and a question of degree rather than a concept definable in the¬ 
ory; on the one hand households, nonfinancial business, and governments 
also engage in intermediation to some extent, whereas on the other hand 
intermediaries are subject to the same general investment principles as nonfi¬ 
nancial sectors. Nevertheless, the difference in degree is extreme and the 
distinction justified in practical analysis. 

Intermediaries tend to specialize in the forms of debt they offer, or the 
forms of credit they extend, or both. Insurance companies, for example, raise 
funds primarily through policy premiums but invest broadly in credit mar¬ 
kets, while finance companies specialize in their lending but not their bor¬ 
rowing forms. Savings and loan associations are specialists both in 
borrowing—through savings accounts—and in lending—mortgages. In what¬ 
ever way they specialize, however, these institutions are filling a gap between 
the types of claims the nonfinancial public wants to hold as assets, such as 
liquid deposits and insurance reserves, and the very different types of claim 
the public wants to (or is able to) owe as debts, such as bank loans, consumer 
credit, and mortgages. With or without intermediaries, the total of claims 
held as assets by nonfinancial transactors is nearly equal to the total of their 
debts, because directly or indirectly they owe the debt to one another. But 
with intermediation the composition of their assets becomes very different 
from the composition of their debts. The intermediaries are thus performing a 
transformation process within the financial markets between the asset and the 
liability sides of the public’s balance sheet. 

Intermediaries are important to analysis in a number of ways. Their pres¬ 
ence in the market broadens enormously the forms of both financial invest¬ 
ment and borrowing available to the public—there is no question that capital 
formation, saving, income, and consumption are all higher than they would 
be without the catalytic influence of intermediaries in raising financial flows. 
In the U.S. economy a large part of all credit goes through intermediaries. In 
the short run much of financial analysis is concerned with how well interme¬ 
diaries are meeting demands for the specialized forms of credit they offer 
with the funds they are able to attract from savers. Legal constraints on their 
rate structures, lending practices, and forms of borrowing often prevent inter¬ 
mediaries from adjusting fully to current conditions and decision patterns, 
causing sizable shifts of funds into and out of them. On the other hand 
intermediaries frequently introduce new practices or new credit instruments 
that also have major effects on the structure of flows. Both the constraints 
and the innovations of intermediaries have to be taken into account in even 
simple and summary analysis of economic development. 4 
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Flow-of-Funds Summary Tables 

The process of intermediation immediately implies some basic or primary flow 
of credit in the economy that in part passes through these institutions and raises 
the question as to what that basic flow might be or, more specifically, how it 
might be defined in an analytically useful form. The matrix itself is too general 
in form to show such a concept, since it puts financial intermediaries parallel to 
other sectors and adds up totals along the rows that include all sectors indiscrimi¬ 
nately. This matrix form accommodates both the intermediary-type debt owed by 
nonfmancial sectors, particularly governments, and the marketable debt of inter¬ 
mediaries, such as bonds and open market paper, that are not distinguishable as 
debt instruments from the same types of claim owed by nonfmancial sectors. 

Nevertheless, the elements needed to approximate a concept of a basic flow of 
credit that may or may not be intermediated can be abstracted from the matrix, 
and one such approximation is put together in die two credit market summary 
tables that appear at the beginning of most flow-of-funds presentations, one on 
the structure of borrowing in credit markets and the other on sources and forms 
of supply of funds to credit markets. The summary tables are not directly part of 
the flow-of-funds structure, but they are useful in outlining relationships among 
forms of borrowing, among forms of lending between credit demand and supply, 
and between intermediary and direct lending in markets. 

Using figures from the model matrix in Table 2.1, the two summary tables are 
illustrated together in Table 2.2, with borrowing in the upper part and credit 
supply in die lower. Table 2.2 identifies die intermediation process through an 
institutional distinction, isolating certain groups of firms that are mainly in the 
business of borrowing funds for the purpose of relending and treating these groups 
as a channel of financial flows rather than as a primary source of credit demand or 
supply. The primary credit flow, on the first line of the table, is thus borrowing by 
everyone else, that is, nonfmancial sectors, itemized by sector in the next three 
lines. The total of 82 is less than the matrix total of 92, on die bottom row of Table 
2.1, by the amount of credit market borrowing by intermediaries. 

The full form of the table includes the types of instruments used as well as a 
listing of borrowing sectors. 5 Also included there is a comparison, for house¬ 
holds and business, between funds raised as shown on the upper part of the table 
and their major forms of capital expenditures that generate private credit de¬ 
mands. That comparison is not included in Table 2.2. 

Part n of Table 2.2 is a summary structure of the sources of supply for the 
credit flows listed in Part I. It is more complex than Part I in that it shows 
supply at more than one level simultaneously—direct lending in credit markets 
by nonfmancial sectors and by intermediaries as well as the sources of funds to 
intermediaries to finance their part of the direct credit supply. The first item (line 
6 in Table 2.2) shows lending activity by Federal Government units, federally 
sponsored intermediaries, and the Federal Reserve, a source of funds to credit 
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Table 2.2 

Model Credit Market Summary (billions of dollars; figures from Table 2.1) 


1. I. 

Funds raised by nonfinancial sectors 

82 

2. 

Government 

15 

3. 

Foreign 

7 

4. 

Private domestic nonfinancial 

60 

5. II. 

Sources of credit supplied 

82 

6. 

Government 

2 

7. 

Foreign 

1 


Financial intermediaries 


8. 

Total funds advanced 

70 


Sources of funds 


9. 

Private domestic deposits 

50 

10. 

Funds raised in loans and securities 

10 

11. 

Other sources 

10 


Private domestic nonfinancial sectors 


12. 

Direct purchases of loans and securities 


13. 

(lines 5-6-7-8-4-10) 

Deposits in intermediaries (line 9) 

19 

50 

14. 

Total financial investment (lines 12+13) 

69 


IS. Credit source* not in line 14 (lines 6+7+11) 13 


markets that is almost entirely directed by public policy objectives such as assis¬ 
tance to particular credit markets and open market operations by the Federal 
Reserve. Foreign lending on line 7 includes foreign private funds, but in recent 
years it has been dominated by foreign official transactions in U.S. Government 
securities as a reflection of balance of payments developments. Both line 6 and 
line 7 are largely external influences on credit markets in that most of the 
amounts that appear do not reflect profit-making decisions in the narrow sense 
but are rather policy-directed or almost automatic. 

The middle section of Part II summarizes credit market lending by intermedi¬ 
aries, including commercial banks, and the main types of financing for that 
lending. In die Table 2.2 example intermediaries supplied credit of 70, mainly 
from private deposit growth but also from their own borrowing in credit markets 
and from other sources, such as foreign and Government deposits, insurance and 
pension reserve growth, and their own retained income. The several sources of 
intermediary funds vary greatly in relative proportions as credit conditions 
change, and shifts in their sources are reflected elsewhere in the table, such as in 
Government lending to intermediaries and the forms of financial investment by 
the private nonftnancial sectors. 

The bottom section of Part II, beginning on line 12, integrates into the preced¬ 
ing picture the structure of financial investment by private domestic nonfinancial 
sectors—households, businesses, and state and local governments. Line 12 is 
their direct lending in credit markets, which consists of any of the credit flow in 
line 1 not supplied by Government, foreign, or intermediaries, together with 
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credit market borrowing by intermediaries on line 10. From the viewpoint of the 
private sectors, this direct lending is but one of several possible forms of finan¬ 
cial investment, with alternatives that in the model table are wrapped together as 
deposits, such as checking accounts, savings deposits, and negotiable certificates 
of deposit. These deposits, shown here as a use of funds, are die same flows that 
appear on line 9 in the intermediary section of the table as a source for intermedi¬ 
ary credit supply. The distribution of private funds between direct lending and 
deposit flows has a sizable influence on, although not total control over, the flow 
of credit through intermediaries and thus on supply of the specialized forms of 
credit, such as mortgages and bank loans, that come mainly from intermediaries. 
Line 14 contains die total flow from die private nonfinancial groups that is 
distributed between direct and deposit flows. It is somewhat less than total bor¬ 
rowing on line 1, although closely related. The difference, on line IS, consists of 
direct flows from Government and foreign sources and the “other” sources of 
intermediary lending. 6 In recent years a major element of change in line IS has 
been foreign official lending that reflects shifts in the U.S. trade balance and 
capital outflows in the balance of payments statements. Most movements in 
Government lending are reflected direcdy or indirecdy in the private total on line 
14, while intermediary “other” sources are relatively stable over the long run. 

Diagram of Financial Structure 

The view of the economy that is reflected in Table 2.2 is indicated in Figure 2.1, 
which is a picture of the Nation’s capital account that, again, uses the model 
matrix (Table 2.1) and that abstracts in the same way from the full complexity of 
the system. The diagram is specific to die data in die model in that it shows 
current-account deficits for the government and foreign sectors on the right, in 
parallel with physical investment, as “uses” of private saving entering the capital 
account on the left; if either of these sectors had a positive current balance, it 
would have appeared at the left side of the diagram. In a fully detailed picture, 
the dissaving of any individual transactor with a negative current-account bal¬ 
ance would also appear on the right, with treatment of financial flows parallel to 
a deficit government To simplify the diagram, all of the private domestic 
sectors’ saving is on the left, even though the total for the sector is a net sum of 
savers and dissavers together. 7 The diagram takes on precision if each sector is 
viewed as a single person in an economy made up of only four persons, each 
different from the others. This primitive view can be extended easily to a more 
general picture with many separate units in each sector. 

The diagram pictures saving entering the capital account as a diversion from 
tiie current payments stream and passing through a number of channels to fi¬ 
nance physical investment outlays and government and foreign deficits that in¬ 
ject spending back into the current stream. Part of the saving goes directly into 
physical assets, to the extent that people buying capital goods pay for them without 
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Figure 2.1 Diagram of Financial Structure 



recourse to borrowing, and this appears as “internal finance,” the excess of 
capital outlays (170) over private borrowing (60). Another part of saving goes 
into financial assets, however, such as cash and deposits for liquidity and mar¬ 
ketable securities for capital gains. Part of this financial investment goes directly 
to nonfinancial borrowers (12), but most of it is put into deposit (55) and security 
claims on intermediaries (10), who turn around and relend the funds to nonfinan¬ 
cial sectors through quite different forms of credit instruments, such as mort¬ 
gages and bank loans (70). 8 These credit flows from intermediaries combine with 
the lending directly from savers to make up the total volume of borrowing (82) 
by nonfinancial sectors that is used mainly to cover the deficits of dissavers and 
to pay for investment outlays not covered by internal finance. 

The bottom of the diagram shows a reverse flow-of-funds from the borrowing 
to the lending side of the structure that is equal to the investments in financial 
assets made by the two deficit sectors. In the model matrix (Table 2.1), these two 
sectors have not limited their borrowing to the minimum amounts needed to 
cover their deficits but rather have found it worthwhile to borrow extra amounts 
that allow them to add some to their asset positions (8), in part perhaps for 
liquidity and in the government’s case to help carry out lending programs for 
public policy purposes. These extra credits are borrowing for the purpose of 
relending and as such constitute a form of intermediation by nonfinancial sec¬ 
tors. The U.S. Government does in fact act as an intermediary to financial mar¬ 
kets, floating its own securities to assist agriculture, small business, the home 
mortgage market, and other private markets, and a more complex diagram could 
show that activity explicitly. The more general point, however, is that quasi- 
intermediation occurs in many forms in nonfinancial sectors, that all forms of it 
create reverse flows in the diagram, and that they add an extra element to the 
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relation between the total flow of credit as defined in the diagram and die 
associated totals of saving and investment 

Typically, this kind of intermediation is difficult to identify, as illustrated by 
taking the private domestic nonfmancial sector in the diagram to be a single 
individual. Even though this person’s saving (179) was greater than his capital 
outlays (170), he chose to put a substantial amount into financial investments 
(69) and then to borrow some of these funds again on the other side of the 
market in different forms (60). This is normal and reasonable behavior, since die 
combination of assets and liabilities he now has suits his short-term and long¬ 
term needs better than lower totals of both assets and liabilities. However, it 
raises die question as to whether he borrowed to invest in physical or in financial 
assets, and die answer is that he borrowed for the two purposes jointly in uniden¬ 
tifiable and even undefinable proportions. Only in special cases, such as the two 
deficit sectors in this model or a borrowing total that is larger than total invest¬ 
ment outlays, can such intermediation be even partially measured. 

This discussion illustrates the ambiguities in the concept of intermediation 
and thus in die concept of a basic or primary flow of credit that is to some extent 
intermediated. Intermediation can nevertheless still be a useful construct for 
analysis when it is given an institutional sense that is based on the characteristics 
of a set of financial businesses, including the legal constraints on their opera¬ 
tions, their typical practices as borrowers and lenders, and their flexibility in 
changing economic conditions. Isolating financial institutions as an intermediary 
group brings out on a broad basis the division of financial flows between those 
that enter this area of specialized and constrained lending operations and those 
that are available only in more broadly marketable instruments. It is this institu¬ 
tional foundation for analysis that underlies Table 2.2. As applied to nonfinan- 
cial sectors, the concept of intermediation is too ambiguous to be useful, and it is 
well replaced by die integrated balance sheet view of physical investment, finan¬ 
cial investment, and borrowing that is implicit in this discussion. 

In comparison with the actual accounts as published, the diagram is primitive 
although accurate as far as it goes. In both die model matrix and the dia g ram, 
credit flows are limited to the main-stem group of financial claims that are 
handled in organized credit markets, such as securities, mortgages, consumer 
credit, and bank loans, and that in flow-of-funds publications are labeled credit 
market instruments. It is this central group of claims that is die focus of the 
summary tables in publications as well as in the model used for this discussion. 
A glance at the full matrix shows that the financial structure as a whole includes 
a variety of other claims, such as gold, foreign exchange, trade credit, and 
equities in noncorporate business. These are more specialized instruments that 
are also part of the financing of the economy and that appear in the accounts 
where appropriate, but for summary purposes they are treated as outside the 
credit markets proper. The diagram is also primitive in that it cannot easily show 
negative financial flows, such as debt repayment or reductions in asset holdings. 
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and because it ignores the layers of intermediation that exist among financial 
firms, such as bank loans to security dealers and insurance company purchases of 
finance company bonds. 

The purpose of die diagram is only to illustrate in broad outline the relation 
between saving and investment on the one hand and the aggregates of borrowing 
and intermediation shown in Table 2.2 on the other. The financial markets ab¬ 
sorb part of saving and supply part of the funds for spending, but the total 
volume of credit flows as defined here has no necessary relation, dollar for 
dollar, either with saving or with investment because of the opportunities for 
internal finance and for borrowing to carry financial assets that are suggested by 
die diagram. The effects of restricting or expanding credit flows are thus not 
necessarily or immediately on saving and investment but rather tend to be dif¬ 
fused throughout the system inside and outside financial markets. Such relations 
as exist between credit flows and nonfinancial activity must be found analyti¬ 
cally and empirically, with credit seen both as borrowing by nonfinancial sectors 
and as lending by those same sectors. 

Historical Relationships 

Examples of the empirical relationships that exist in the data at the broadest level 
are illustrated in the figures on die following pages. Some of these relations are 
close, but the conclusions to be drawn from diem must be based on analysis of 
the economic system as a whole. With credit flows dependent on borrowers’ 
demands for financial assets as well as their nonfinancial outlays, the problem of 
identifying supply and demand separately is more complex for financial markets 
than for many other areas of analysis, and useful solutions to die problem are still 
to be worked out. 

The figures start, somewhat arbitrarily, at the point of household and business 
borrowing, proceed to the total borrowing by nonfinancial sectors that is pictured 
in the diagram, connect that total to private financial investment, and summarize 
the results of these flows in terms of amounts of debts and assets outstanding. 

Statistical relations of the figures to flow-of-funds table presentations are 
listed in the Notes to Figures in Table 2.4 at die end of this reading. Before being 
charted, all of die data used were deflated by a compound index of prices and the 
1952-73 trend of gross national product in order to highlight cyclical relation¬ 
ships apart from the strong growth trends over the period in most of the data. A 
single deflator was used for all of the time series, and a rising trend in any of the 
plotted series indicates a rate of growth faster than the trend of GNP, although 
not necessarily faster than GNP growth in any short period. A series with a 
falling trend is not necessarily decreasing in actual dollar amounts; it may be 
only increasing at a slower rate than the GNP trend. The deflator itself is pre¬ 
sented and described in Table 2.4; it is not directly part of the accounts, which 
show only current-dollar quantities. 
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Figures 2.2 and 2.3 illustrate die associations that have existed between short- 
and long-term borrowing in credit markets by business and households and their 
spending for capital goods. Capital expenditures here cover all private domestic 
investment in the national income accounts except capital outlays by financial 
sectors, and they also include purchases of consumer durables, which are con¬ 
sumption spending in the national income and product accounts. Figure 2.2 
illustrates that net changes in short-term business credit were closely related to 
net inventory movements, on almost a dollar-for-dollar basis, for a long stretch 
of years through the 1950s and the first half of the 1960s. Since 1966 die 
relationship has become very much weaker, mainly because of die more diversi¬ 
fied use of bank loans and open market paper as substitutes for or interim 
financing of longer-term requirements, particularly during the tight-credit peri¬ 
ods of 1969-70 and 1973. Later figures in this set show changes in the mid- 
1960s in trends of total outstanding private debt and assets, and the more 
complex behavior of short-term credit in the years after 1965 is part of a more 
mature private debt structure than had existed in the 1950s. The 1969 spurt of 
short-term loan credit was followed by low volumes in 1970 and 1971, when 
many of die loans were funded by longer-term financing, but beginning in 1972 
short-term credit started to show another strong growth tendency as the economy 
picked up speed after the 1970-71 pause. With the higher inflation rates that 
appeared in 1973, book values of inventories started rising much faster than the 
national-income measure of inventories, which is adjusted to exclude price- 
change effects, and in the last year of die figure the relation of short-term credit 
is much closer to book values than to the inventory-change component of GNP. 
Before 1973 there was not enough difference between book and GNP inventory 
movements to distinguish between them statistically in their relation to short¬ 
term credit movements. 

Figure 2.3 illustrates a similar pairing of longer-term private investment and 
credit, which in this figure is a mixed collection of corporate bonds, mortgages, 
and consumer credit. 9 In the early years of the figure the high rate of investment 
relative to credit was primarily in residential construction, with households in¬ 
vesting a larger part of equity funds in new homes (and borrowing less of the 
purchase cost) than in later years. Beginning in 1970, on the other hand, credit 
flows moved ahead of investment, at first to fund the high short-term borrowing 
of 1969-70 that appears in Figure 2.2 and later to take advantage of the ex¬ 
panded credit supply available through 1972. Both business and household bor¬ 
rowing were unusually high after 1971 relative to net investment spending. 

Figure 2.4 combines the data from Figures 2.2 and 2.3 and illustrates the 
extent to which movements in private capital outlays have been a dominant 
component of GNP fluctuations. The two vertical scales in Figure 2.4 have the 
same dollar gradient even though their absolute values are very different, and 
only during the Vietnam period of the later 1960s are the movements in GNP 
substantially larger than in the investment series. Total private borrowing has 
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Figure 2.2 Borrowing and Capital Goods Spending—Short-Term 
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Figure 2.3 Borrowing and Capital Goods Spending—Long-Term 
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almost the same volatility as net investment and thus is almost as closely related 
to GNP fluctuations. 10 

Figure 2.5 completes the structure of borrowing by adding to die business and 
household components net funds raised by foreign borrowers, state and local 
governments, and the U.S. Government U.S. Government net borrowing is 
much the most volatile of these other elements and is die source of most of die 
changes in differences between the private and total series. In general its effect 
has been to shift peaks and troughs into an earlier quarter, making total borrow¬ 
ing a slighdy leading series at GNP turning points. 11 State and local governments 
have a hybrid position in the economy and hence in the social accounts—as 
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Figure 2.4 Borrowing, Capital Outlays, and GNP 
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governments the group is attributed no physical investment outlays in income 
and product data, but these units are nevertheless independent decision makers 
that base their financial planning on much the same market considerations as 
households and businesses and in this respect are part of the “private” segment of 
credit markets. Although borrowing by state and local governments is excluded 
from die private totals in Figures 2.2 through 2.5 that are related to physical 
investment, investment by diem in financial assets is included with other private 
financial investment in later charts on supply of funds to credit markets. 

Figures 2.6 and 2.7 indicate die cumulative effect on debt outstanding that has 
resulted from the structure of borrowing since 1952 that appears in preceding 
figures. Within a total debt owed by nonfinancial sectors that has risen only 
slighdy in relation to GNP, there has been a major shift from public to private 
liabilities outstanding, with U.S. Government debt shrinking from 50 percent of 
die total in 1952 to 18 percent at die end of 1973. 12 The explanation for the shift 
lies in a combination of circumstances—the legacy still remaining from depres¬ 
sion and war at die beginning of the period in die form of high public (and low 
private) debt, the strength of private investment demand stemming partly from the 
same cause and tending to generate private debt, and the favorable Government 
budget position that reflected strong private demand for goods and services. 

The resulting trends in debt composition are strong but cannot be expected to 
continue indefinitely. Arithmetically, the ratio of debt outstanding to GNP 
trends, broadly, to approach an asymptotic level that is determined by a trend 
ratio of net borrowing to GNP. If, then, there is any stability over many years in 
die borrowing ratio to GNP, the growth rate in private debt can be expected to 
slow gradually as it approaches the limiting level set by borrowing rates. The 
slowdown in the private debt growth rate after 1965 is more marked than this 
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Figure 2.5 Total Nonflnandal Borrowing and Household Plus Business 
Borrowing 
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Figure 2.6 Debt Levels 


Amount outstanding, billions of 1972 dollars 
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arithmetic would suggest, however, and indicates a change in environment from 
the earlier years. The increasing concern that has been expressed in recent years 
about the volume of private debt outstanding, particularly for certain types of 
marginal borrowers, and the increasing problems of financing in some markets 
are symptoms that postwar private borrowing rates may be higher than markets 
are prepared to accept indefinitely. The implication is that if capital formation is 
to be maintained at the general rates of roughly die past two decades, financing 
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Figure 2.7 Analysis of Private Debt 
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may have to shift away from the heavy reliance on debt that we have seen 
toward a larger use of either internal or external equity funds. The broad totals in 
the figures are only suggestive of this, however, and it might take another five 
years or more to extract such a shift in trend out of the volatile short-term data. 

Figure 2.7 divides private debt into four major types, including state and local 
government securities. All of these forms were growing relative to GNP trends 
until the mid-1960s, but since then the growth has been predominantly in busi¬ 
ness debt, with a tendency toward larger cyclical swings away from trend than 
earlier. Both residential and state and local government debt appear to have 
reached a stability in relation to activity that they had not had before 1965. 

Figures 2.8 through 2.13 shift to the supply side of credit markets and summa¬ 
rize aspects of private nonfinancial sectors as lenders rather than as borrowers. 
As illustrated in Figure 2.1 and in Table 2.2, most of the total borrowing by 
nonfinancial sectors that appears in Figure 2.5 has a counterpart in financial asset 
accumulation by private domestic nonfinancial sectors, either directly through 
security purchases in markets, or indirectly through investment in deposits or 
other claims on intermediaries that are lending directly in markets. In amounts 
outstanding the relationship appears in Figure 2.8, where die top line is total debt 
of nonfinancial sectors—the sum of the two lines in Figure 2.6—die middle line 
is holdings of such debt by private domestic sectors including intermediaries, 
and the bottom line is deposits and security holdings by households, nonfinancial 
business, and state and local governments. 13 In terms of the model Table 2.2, 
these are respectively item 5, items 8 phis 12, and item 14. The gap between 
total debt and the middle line consists of federally related and foreign direct 
holdings, and the 1971 increase in that gap reflects mainly die large increase that 
year in foreign official holdings of U.S. Government securities. The gap between 
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Figure 2.8 Total Debt and Financial Asaet Holdings 
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the middle and bottom lines consists of net holdings by intermediaries financed 
by sources other than private domestic deposits and securities, mainly insurance 
and pension reserves. Federal and foreign deposits, and the equity funds of 
intermediaries. The changes over 1969-71 in that gap are mainly die buildup of 
foreign funds in commercial banks in 1969 and their subsequent runoff. 

Figure 2.9 illustrates the marked shift over two decades in the position of 
financial assets and debt in the private economy. This shift combines the 
close relation in Figure 2.8 between private assets and total debt, both of 
which have had little trend over the past twenty years relative to activity, 
with the shift in Figure 2.6 from Federal to private debt outstanding. 14 To an 
increasing extent since the late 1940s, the financial assets that private invest¬ 
ors hold have come to be based directly or indirectly on claims owed by 
themselves rather than by others. 

Paralleling this change in assets and debt structure has been a sizable increase 
in the degree of intermediation in financial markets. Private sectors as borrowers 
must look mainly to financial institutions for mortgages, consumer credit, and 
business loans, all of which are usually too specialized and too small in individ¬ 
ual loan size to be broadly marketable; and even for their marketable debt, such 
as municipal and corporate bonds, the purchasers are heavily institutional. As 
their debts have grown, private sectors as lenders also have turned increasingly 
to institutional deposits as an investment alternative to the diminishing supply of 
Federal securities outstanding. Over the period covered in the figures, institu¬ 
tional holdings of credit instruments increased from 68 percent of the total held 
privately—the middle line of Figure 2.8—to 87 percent at die end of 1973. Most 
of this growth was financed by the shift in private investment away from direct 
market instruments and toward deposits in intermediaries, which increased from 
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Figure 2.9 Debt and Financial Assets In the Private Economy 
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59 percent of private portfolios—the bottom line of Figure 2.8—to 72 percent 
in 1973. 

That shift in private investment is broadly indicated in Figure 2.10, which 
divides the private asset total in Figure 2.9 (and Figure 2.8) into deposit and 
credit instrument components. The two components have been rather more vola¬ 
tile over short-run periods than their total was, reflecting the sizable short-run 
changes over time in yield relationships between deposits and market instru¬ 
ments. Interest rates on most deposits have been much more stable cyclically 
than market rates, partly because of regulatory ceilings on deposit rates that have 
restrained those rates from following market rates upward in tight credit condi¬ 
tions. In the sequence of tight financial conditions covered by the chart—princi¬ 
pally 1959, 1966, and 1969—high rates on market instruments attracted 
increasing amounts of funds out of institutions and into direct investment, partly 
because of increasing yield spreads and partly from increasing investor sensitiv¬ 
ity to those spreads. Some of the deposit growth in the first half of the 1960s 
represented the development of large negotiable certificates of deposit by com¬ 
mercial banks, which introduced the CDs as money market instruments to attract 
funds from large investors such as major corporations, which had been holding 
liquidity mainly in Treasury bills. With the diminishing position of Treasury debt 
in the market, the CD became a major investment medium and an important 
conduit for transmitting liquidity holdings into bank credit for the growing vol¬ 
ume of private debt 

The effect of rate ceilings on deposits was most extreme in 1969, as Figure 
2.10 indicates, when CDs in particular fell from $23 billion at the beginning of 
the year to $9 billion at year end (in actual dollars). Following that episode, 
ceilings were lifted on CD rates, and in the 1973 tight-credit period the effect of 
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Figure 2.10 Private Sector Deposit and Credit Market Assets 
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yield spreads was much more moderate than in 1969. As of 1973 die develop¬ 
ment of CDs as an open money market instrument, together with bank facilities 
for borrowing directly in commercial paper, Euro-currency, and bond markets, 
had done much to diversify the nature of bank intermediation and to diminish the 
significance of a distinction between deposit and direct market investments in 
financial market analysis. 

The nature of deposits was also changed by the introduction of consumer-type 
CDs by both banks and savings institutions. These are nonnegotiable deposits 
with specified maturity dates that can be withdrawn before maturity only at a 
substantial cost in yield. By the end of 1973 almost half of savings institution 
deposits were of this dated form, and the penalties of converting these to market 
instruments have reduced further the sensitivity of deposit flows to market instru¬ 
ments. At the end of the period covered by the chart, therefore, deposit-security 
relationships in private portfolios had become more complex than in earlier 
years, both in their connection to yield structures and in their meaning for the 
extent of intermediation. 

Figure 2.11 combines again the deposits and credit instruments from Figure 
2.10 to compare the total holding—the same total that is in Figure 2.8 and Figure 
2.9—with GNP. In spite of the shifts in composition of total assets, the relation¬ 
ship to GNP is unusually close over most of the figure in both movement and— 
in what is presumably only a coincidence—absolute value. The asset total tends 
to have somewhat smaller cyclical movements than GNP, and after 1965, when 
private debt growth started to slow, assets have been slightly lower relative to 
GNP than in earlier years. These differences are small compared to the total 
relation, however, and within the span of years covered no significant drifts in 
trend are apparent. The relation is closer than that between GNP and debt totals. 
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Figure 2.11 Private Holdings of Financial Assets and the GNP 
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with the differences absorbed in connective elements of credit supply, such as 
Government, foreign, and miscellaneous intermediary sources of supply, that 
constitute the gaps between the three lines in Figure 2.8. 

This connection between private financial assets and activity is, like the rest 
of the material in the figures, an empirical “black box” in that it neither supports 
nor is explained by any broadly accepted analytical system. Without analytic 
support there is no basis for predicting that it will or will not continue into other 
economic circumstances such as chronically higher inflation rates or slower 
economic growth rates. The persistence of the relation on a quarterly basis never¬ 
theless suggests a relation between activity and financial structure that may be a 
macroeconomic constraint of importance both to forecasting and to policy. 

Figure 2.12 breaks out die household component of private assets to illustrate 
that within die total there has been drift in sector distribution of holdings. Over 
the period of the figure the household share increased from 71 percent of die 
total to 80 percent, with an offsetting decrease, from 21 to 12 percent, in hold¬ 
ings by nonfinancial business—mainly business liquid assets. State and local 
government holdings stayed at about 8 percent of die total over die period, even 
with the steadily rising importance of these governments in total activity. Statis¬ 
tically, the total is more reliable than its parts, particularly the distribution be¬ 
tween household and business assets, and the shift may be weaker than source 
data suggest. For corporations, however, a drop in liquid asset position from the 
early 1950s is fairly well supported, and there is litde question that over twenty 
years they have held diminishing amounts of a total that has stayed almost 
constant relative to GNP. 

Figure 2.13, finally, introduces corporate equity holdings to die picture. The 
preceding figures have focused on debt instruments, both as liabilities and as 
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Figure 2.12 Total Private and Household Holdings of Financial Assets 


A w osst ou ut a n dtng. bHomof 1972 doWars 



*53 * 57 *61 *65 *69 *73 


assets, and it is for this total of claims that the relationships have appeared. 
Equities have a separate position in the financial system in that as liabilities they 
are only residual claims and, in a legal sense at least, are not burdens on issuers. 
In the flow tables net new stock issues appear as external sources of funds to 
business and as net financial uses of funds by investors. In tables on outstanding 
assets and liabilities, however, they appear only as assets valued by market 
prices, and no specific liability for them is attributed to issuers. While corporate 
equity net flows are a small component of household financial investment, hold¬ 
ings valued at market are a major part of household assets, as large as all 
deposits and debt securities over the general period of the figure. Figure 2.13 
shows that such holdings, because they reflect movements in stock market 
prices, are also far more volatile in amount than other financial assets. There is a 
mild correlation over the period between the two quantities, a correlation that is 
obscured by the compressed vertical scale of Figure 2.13 that is needed to cover 
stock value movements. In the deflated dollars of the figure equity values have 
moved by roughly $7 for each $1 change in holdings of deposits and credit 
instruments, neglecting the many short-term perturbations in the equity series 
and some irregularities in the timing of movements. There may be interaction 
between the two totals that is exaggerated for equity values because of the lack 
of net flows of new issues, but to some extent both series are probably also 
responding in parallel to other conditions in the economy. 

The shift in credit structure from directly held central government debt to 
intermediated private debt, which is a dominant feature of die charts, is put into 
another perspective in Table 2.3. This table pulls together, again in detrended 
and deflated dollars, a set of claims on the U.S. Government and closely related 
institutions as a proxy for a total of basic reserve assets that are available for 
private investment, and it indicates the changes in holdings of these assets over 
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Figure 2.13 Household Holdings of Credit Market Assets and Corporate Equity 



the twenty years shown in the charts. The set of claims is broader than Govern¬ 
ment debt in Figure 2.6 in that it includes reserve money and also the debt of 
federally sponsored credit agencies, which have played a greatly expanded role 
in recent years as Government-related intermediaries, lending housing and farm 
credit on die basis of public issues of their own debt 13 

The total of these reserve assets, although sharply diminished from earlier 
years, continued to be held in roughly equal parts by financial institutions and 
private nonfinancial investors, with a small third component held abroad. 
Nonfinancial sectors have offset their drop in official claims through an in¬ 
crease in deposits at institutions (line 12 of the table) of a nearly equal 
amount, and the total of the two types of assets was virtually unchanged over 
twenty years. These claims also constituted most of their total deposits and 
securities (line 13) during the period. For financial institutions, the substitu¬ 
tion was of a quite different type, namely the buildup of private loans and 
securities that constituted most of the growth in private debt that appears in 
Figure 2.6 and Figure 2.9. By the end of the period private finance was thus 
playing an increasingly central role in intermediating between nonfinancial 
sectors as investors and between the same sectors as borrowers, with central 
government much diminished as a source of safe or liquid claims for either 
group. 

One of the effects of this increasing exposure of private finance in credit 
markets has been the burgeoning of the federally sponsored credit agencies 
mentioned earlier. Although operating in specialized credit markets—mainly 
housing and farm credit—their component of the Government debt on line 5 of 
Table 2.3 grew from $7 billion in 1952 to $60 billion at the end of 1973 (in the 




44 PRESENTING THE ACCOUNTS 


Table 2.3 


Private Claims on U.S. Government Institutions (amounts outstanding at 
year-end in billions of 1972 dollars, trend removed) 



Item 

1952 

1960 

1973 

1. 

Total claims, by type 

844 

586 

384 

2. 

Currency in circulation 

103 

73 

63 

3. 

Member bank reserves 

68 

38 

24 

4. 

Foreign deposits at F.R. Banks 

2 

* 

* 

5. 

U.S. Govt securities held 
outside F.R. System 

671 

475 

297 

6. 

Holdings, by sector group 

844 

586 

384 

7. 

Financial business 

417 

265 

159 

8. 

Foreign (including official) 

16 

24 

48 

9. 

Private domestic nonfinancial 

412 

296 

177 

10. 

Currency outside banks 1 

94 

65 

54 

11. 

U.S. Govt, securities 

318 

231 

123 

12 . 

Memo: Private domestic nonfinancial sector 
deposits at financial institutions 

601 

621 

780 

13. 

Total private money, deposits, 
and credit instruments 

1,183 

1,133 

1,153 

14. 

Financial business total holdings of 
reserves and credit instruments 

1,050 

1,142 

1,333 


* Less than $500 million. 

' Includes unknown amounts held by other sectors, mainly foreign. 


Note.—Details may not add to totals because of rounding. Values of deflator appear in 
Notes to charts (page 26). 

deflated dollars of the table) to finance an almost equal increase in their holdings 
of private credit. If private debt continues in the future to push up relative to 
activity, these agencies will probably absorb a rapidly increasing share of die 
total growth with support from a variety of Government guarantee programs for 
private credit. Direct lending and loan guarantee operations by the Government 
have focused on particular kinds of credit that have been in difficulty and are 
seen mainly as a method by which the Government can help those specific loan 
markets to compete against other kinds of demand. While the agencies appear 
sometimes to be “draining” loanable funds from private markets and creating 
credit tightness that wouldn’t otherwise exist, it is important to see also their 
function in supplying to the economy an investment and liquidity instrument—in 
the form of their own debt—of a kind that is becoming increasingly scarce. 

This review of the historical data has not tried to explain analytically the 
cycles and trends of postwar financial developments or to point up trends with 
alarm. Its purpose has been rather to illustrate certain main connections wi thin 
the flow-of-funds accounts among lending, borrowing, balance sheet positions, 
and nonfinancial activities—connections that are close over die period covered 
and that are basic data for analysis of the economy as a whole. Some of die 
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connections have shown tendencies to shift over die twenty years. The 1960s in 
particular have demonstrated the facility and speed of financial markets in adapt¬ 
ing to new practices and new financial instruments. These changes in financ ial 
flow structure usually appear in individual markets or sectors and can be ex¬ 
plained to some extent by detailed analysis of those markets or sectors. They 
occur within the frame of the whole, however, and are in part reactions to 
changes in that frame. Whether as a framework that constrains particular markets 
or as elements acting on one another within a system, however, the main mem¬ 
bers of the structure appear to have an empirical existence that should be recog¬ 
nized explicitly in die data and in analysis of the data. 
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Table 2.4 

Notes to Figures in Reading 2 

All data in Figures 2.2 through 2.13 have been deflated by a single compound index (1972 = 100) that is the 
product of (1) the U.S. noninstitutiona] population 16 years of age and over, (2) the GNP price deflator, and (3) an 
exponential growth trend in deflated GNP per capita found by least-squares regression to be 2.2 percent per year 
for the period 1932-73. After deflation, all flow data are plotted as centered two-quarter moving averages (three 
quarters weighted 1-2-1), with 1/52 omitted from the figures. Assets and liabilities outstanding are deflated by the 
same index, but before deflation the data on levels outstanding were processed to eliminate the many 
discontinuities that occur in time series on levels outstanding because of changes in coverage in basic statistical 
sources. To make the levels continuous, the 1973 year-end levels were taken as a base and incremented back to 
1/32 by the seasonally adjusted quarterly flows. Corporate stocks are omitted from all data in the figures both as 
assets and as liabilities except in Figure 2.13. 

Data for the figures are derived from published flow-of-funds tables and are identified in the following list: 


Figure Item 

Table* 


Line 

1 Net change in inventories 

S.10 


9, upper section 

Business loans 

S.10 


18 + 19, upper section 

2 Private net fixed investment 

S.5 


3, lower section less inventories in Figure 
2.2 

Households + business borrowing 

except business loans 

S.5 


26 -t- 27. upper section less business loans 
in Figure 2.2 

3 Private net capital outlays 

S.4 


3. lower section 

Households + business borrowing 

S.4 


26 + 27, upper section 

4 Total nonfinancial borrowing 

S.4 


1, upper section 

Households + business borrowing 

S.4 


From Figure 2.4 

5 U.S. Government debt 

S.6 


2 

Other nonfinancial debt 

S.6 


5 

6 Business loans 

S.10 


13 + 14, lower section 

Residential mortgages 

S.6 


10 + 11 

Other business + household debt 

S.6 


22 + 23 less business loans and 
residential mortgages 

State A local government debt 

S.6 


21 

7 Total debt S.6 A S.7 


1, total credit market debt owed by 
nonfinancial sectors 

Privately held credit market instruments 

S.7 


12 

Private domestic nonfinancial sector 

deposits and credit market assets 

S.7 


46, credit instruments, deposits, and 
currency 

8 Deposits and credit market assets 

S.7 


46 

Credit market debt 

S.6 


21+22 + 23 

9 Deposit assets 

S.7 


38 

Credit market assets 

S.7 


32 

10 GNP Not included 


PDNF deposits and credit market asset holdings 

S.7 


46 

11 PDNF deposits and credit market assets 

S.7 


46 

Household deposits and credit market assets 

S.9 


2 

12 Deposits and credit market assets 

S.9 


2 


S.9 


17 (at market value) 

Fourth-quarter values of the deflator are presented below 

in reciprocal form, as multipliers against actual data: 

1952 3.388 1956 2.762 1959 2.329 1962 

2.013 

1965 

1.706 1968 1.369 1971 1.051 

1953 2.278 1957 2.587 I960 2.206 1963 

1.905 

1966 

1.591 1969 1.247 1972 .973 

1954 3.127 1958 2.450 1961 2.113 1964 

1.801 

1967 

1.482 1970 1.135 1973 .871 

1955 2.970 


♦These tables correspond Jo pages in "Flow of Funds-1974 Supplement" as follows: S.4-page 2, S.5-page 3, S.6- 
page 27. S.7-page 28, S.9-page 29. S. 10-pages 5 and 30. 






CONCEPT OF THE ACCOUNTS 47 


Notes 

1. The note to Table 2.1 is important for working out the relation between the 
general description in this section and the more complex form that financial activity takes 
in the actual economy. 

2. Although they are combined, by statistical necessity, with similar transactions of 
many other individuals. 

3. As of this publication, the accounts on outstandings are incomplete as balance 
sheets in that they exclude physical assets and therefore exclude any measure of net 
worth; as the problems of valuation and data are worked out in this area, it will be possible 
to complete the balance sheets at some time in the intermediate future. 

4. A review of depository intermediation in recent years appears in ‘Time Deposits 
and Financial Flows,” Federal Reserve Bulletin (December 1966): 1739-52. 

5. Notes to Table 2.1 list several types of financial claims that have been omitted 
from the model matrix for simplification, such as trade credit and taxes payable. These 
omitted forms are not part of organized credit markets and are also omitted from the full 
form of Table 2.2. Types of credit included in the Table 2.2 total are listed in the full 
version. 

6. Line 15 is not included in the full form of the table. 

7. Saving in the diagram is the total for private sectors, including intermediaries. 
Intermediary saving is an internal source of funds for lending in the diagram. 

8. Intermediaries use their own retained incomes (5) to lend somewhat more than 
they borrow. 

9. Investment appears in Figure 2.3 and Figure 2.4 net of depreciation charges, 
which are measured primarily on a historical-cost basis. The investment is thus the 
amount that in conventional accounting would appear to require financing from external 
funds or from net saving of the investor. 

10. A common practice in current analysis is to measure either investment or net 
borrowing as a percentage of GNP. The relationship illustrated in the figure—that is, 
roughly equivalent amplitudes on very different base levels—produces volatile percentage 
movements relative to GNP that have some usefulness as sensitive indicators of cyclical 
movements. The figure suggests, however, that the movements in percentages are some¬ 
what beside the point and that comparisons of absolute movements indicate more directly 
regular and irregular cyclical developments. 

11. Turning-point relationships among series are affected by the deflation of the data 
that was described earlier. With undeflated data, the leading characteristic of total bor¬ 
rowing is more pronounced, because adding growth trends to the data shifts peaks in 
GNP farther into later quarters than peaks in borrowing. The reason is that GNP is a 
proportionately more stable quantity than net credit flows and has a relatively larger 
trend component 

12. Deflating flows and levels by a single index of growth and prices for the figures 
creates a special relation between the deflated figures for net borrowing and changes in 
debt outstanding. If the deflator increases 5 percent a year, borrowing must equal 5 
percent of outstanding debt merely to keep deflated debt constant A borrowing rate of 
more than 5 percent will raise the debt level, but if less than 5 percent, deflated debt goes 
down even with positive borrowing. In the data used for the figures, average growth in the 
deflator was 6.7 percent per year, 1952 to 1973, whereas U.S. Government debt was 
growing in absolute terms at a 2.3 percent rate that by deflation was converted to a 4.1 
percent rate of decrease. Private debt, on the other hand, was growing at a 9.1 percent 
annual rate, well above the deflator. These data exclude corporate equity issues from both 
debt and borrowing. 
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13. Insurance and pension reserves appear as assets of households in the total account¬ 
ing structure and on that basis could be included in the bottom line as assets of the 
nonfinancial group. Such reserves are, however, more remote from day-to-day investment 
decisions of households than their deposit and security portfolios and on that basis are set 
aside in summary tables and in these charts as a separate financial relationship in die 
system. 

14. The small foreign debt component in Figure 2.6 is omitted from the debt total in 
Figure 2.9. 

15. The total is also a little narrower than in Figure 2.6 in that it omits Government 
debt held by the Federal Reserve. 


_ 3 

Board of Governors of the 
Federal Reserve System 

Overview, Organization, and Uses of 
the Present U.S. Accounts 

( 1993 ) 


Overview of the Accounts 

The flow-of-funds accounts perform several functions. They measure die acqui¬ 
sition of physical and financial assets throughout the U.S. economy and the 
sources of funds used to acquire the assets. In doing this, the accounts record die 
net volume of transactions in financial instruments; provide a means of analyzing 
the development of the instruments and the behavior of sectors over time; and 
record the role of financial intermediaries, such as banks and pension funds, in 
transferring funds from sectors having positive saving to those that borrow funds. 
The accounts also provide a broadly consistent set of time-series data for finan¬ 
cial flows in the economy. The time series in the accounts are consistent not only 
within die flow-of-funds system but also with the national income and product 
accounts (NIPA) compiled and published by die Bureau of Economic Analysis 
(BEA) in die U.S. Department of Commerce. 

In showing the relationship of various financial activities to each other and 
to nonfinancial activities that generate income and production, die flow-of- 
funds accounts provide a broad measure of investment activities. In theory, the 
accounts encompass all net changes in financial claims or liabilities resulting 
from (1) current transactions in the economy, (2) the allocation of saving be¬ 
tween investment in physical capital and investment in financial capital, and (3) 
decisions to change die composition of financial assets and liabilities. Thus die 


Reprinted from Board of Governors of the Federal Reserve System, Guide to the 
Flow-of-Funds Accounts (Washington, DC: Board of Governors of the Federal Reserve 
System, 1993): 7-26. 
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scope of the flow-of-funds accounts is broader than that of the NIP A, which 
focus on activity related to current production and income. For example, unlike 
die NIP A, die flow-of-fimds accounts include financial flows among die various 
sectors of the economy that arise from transfers of existing physical assets, as 
well as shifts in the composition of financial portfolios that may be unrelated to, 
or only indirectly related to, current production. 

The flow-of-fimds accounts are published as the Z.1 statistical release of the 
Federal Reserve Board, a component of a system of economic accounts that 
describe the U.S. economy. The other components of the system are die NIP A 
and the balance of payments accounts, also published by BEA, which measure 
production and income activity and international capital flows during a particular 
time period. The flow-of-fimds accounts and the related “Balance Sheets for the 
U.S. Economy” (the Federal Reserve Board’s C.9 statistical release) detail how 
current investment in tangible and financial assets contributes to a buildup of the 
stock of assets for each sector of the economy and to the creation of national 
wealth. The flow-of-funds accounts can be viewed as combining data on the 
flows of saving and tangible investment published in the NIPA with additional 
details on borrowing and lending for specific economic sectors. 

The NIPA, flow-of-funds accounts, balance of payments accounts, and bal¬ 
ance sheets, taken as a coordinated system of economic accounts, are similar to 
the international standard specified in the United Nations’ System of National 
Accounts (SNA). 1 The SNA framework is an integrated set of economic ac¬ 
counts that estimate beginning-of-period balance sheets, current production and 
income-distribution activity, tangible and financial investment, revaluation of 
assets and the volume of transactions in them, and end-of-period balance sheets. 
The flow-of-funds accounts are conceptually equivalent to the tangible and fi¬ 
nancial investment accounts specified in the SNA, and the U.S. balance sheets 
are similar to those envisioned for the SNA. 

Differences in presentation exist, however, between the SNA and the flow-of- 
funds accounts. In the proposed SNA, tangible and financial investment activity 
is split into a capital account and a financial account; in contrast, the flow-of- 
funds accounts integrate both types of activity into a single account in a sources 
and uses framework. The integrated presentation aids analysis by making explicit 
the trade-off between tangible and financial investment, the funding strategies 
used to support investment, and the overall financial structure and economic 
health of specific sectors. The proposed SNA framework also suggests separate 
accounts for revaluations of assets and for changes in assets resulting from other 
factors, whereas the flow-of-funds accounts do not isolate revaluations and vol¬ 
ume changes to die extent that the SNA envisions. Although the U.S. balance 
sheets make many adjustments for revaluations and volume changes, they do not 
present them in a specific statement, as the SNA proposes. 

The accuracy and timeliness of the flow-of-funds accounts depend on the 
availability of outside statistical information. The data in the accounts are drawn 
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from a large number of reports and publications from private and public sources. 
Information on some groups of institutions and some types of financial transac¬ 
tions is available only annually or with a long lag, and in many cases data on asset 
or liability categories are not reported in sufficient detail to meet the requirements 
of the accounts. In both cases, staff members of die Federal Reserve estimate die 
value of individual items, using techniques that are reviewed regularly. Staff 
members also make benchmark revisions once a year, usually in September, to 
incorporate new data and to make structural changes to the accounts. 

Basic Principle Underlining the Accounts 

The flow-of-funds accounts are constructed on the basic principle that all move¬ 
ments of funds in the economy must be accounted for, because total sources of 
funds equal total uses of funds: Saving equals investment in the economy, and all 
uses of funds by sectors in die economy become sources of funds by other 
sectors, even if a particular use is only the hoarding of currency. This basic 
principle—that total sources of funds and total uses of funds in the economy are 
equal—becomes a requirement when the accounts are calculated. 

The sources of funds for a sector are its saving out of current income and the 
amounts it raises from outside the sector. Gross saving is equal to receipts of 
current income less outlays for consumption, operating expenses, interest, and 
other current expenses. Funds raised from outside sources constitute the sector’s 
net increase in liabilities. 

The uses of funds for a sector are its investments in physical assets and net 
increases in financial assets, such as deposits, loans, and securities. 

The requirement that sources of funds must equal uses of funds applies not only 
to sectors but also to individual types of transactions—total funds borrowed through 
each type of financial instrument must equal total funds lent through that type of 
instrument. For the economy as a whole, funds borrowed by all sectors must equal 
funds lent by all sectors, and funds borrowed through all types of financ ial instru¬ 
ments must equal funds lent through all types of financial instruments. 

These equalities in the flow-of-funds accounts exist in principle but do not 
necessarily emerge from the available items of statistical information, which are 
not always complete or consistent with each other. The equalities are achieved in 
the calculation of the accounts by using residuals to balance the totals. In some 
cases, a particular sector is made the residual borrower or lender of a financial 
transaction item, or a particular type of transaction is made the residual borrow¬ 
ing or lending item for a sector, in other cases, a specific sector or transaction 
discrepancy item is calculated as the residual. The total of sector discrepancies in 
die accounts equals the total of transaction discrepancies. 

In the flow-of-funds Z.l statistical release, each line in a sector flow table 
represents a source or use of funds; data are shown for several periods. Data in 
each table for a sector meet the constraint discussed above that, for each period. 
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total sources of funds must equal total uses of funds. Also, data in the flow tables 
for each sector fulfill die macroeconomic requirement that gross saving equal 
gross investment. Both of these equalities are achieved by calculating the residu¬ 
als. For most sectors, the residual item is the sector discrepancy. For the farm 
business and nonfarm noncorporate business sectors, the residual item is 
“proprietors’ net investment,” which reflects changes in the value of ownership 
of the sector by the household sector. 

The example in Table 3.1 indicates the structure of a typical flow-of-funds 
sector table and helps clarify the relationship between sources and uses. Lines 1 
and 2 show gross saving and gross investment. Investment is separated into its 
two major forms, capital expenditures (line a) and net financial investment (line 
b). Net financial investment, in turn, is calculated as net acquisition of financial 
assets (line i) less the net increase in liabilities (line ii). The discrepancy between 
gross saving and gross investment, arising from imperfections in the sources of 
die data, is given in line 3. 

The basic constraint that each sector’s saving equal its investment is given by 
equation 1 in the lower portion of the box. Expanding equation 1 into equations 2 
and 3, and then regrouping to form equation 4, shows how the equality between 
sources and uses of funds is equivalent to the equality between gross saving and 
gross investment. The discrepancy is arbitrarily treated as a use of funds in the 
flow-of-funds accounts. 

Matrix Format 

The Z.1 statistical release uses a time-series format for presenting the flow-of- 
funds accounts. An alternative format is a matrix consisting of columns and 
rows, with one matrix for each time period. Table 3.2 is a detailed flow-of-funds 
matrix showing data that appear in the sector and transaction tables in Z.l. For 
each sector, die matrix contains one column for sources of funds and one column 
for uses, and the two columns must separately sum to the same total. For each 
transaction category, the total of sources must equal the total of uses across a 
row; some rows contain balancing transaction discrepancies. Presenting the ac¬ 
counts in matrix form highlights die fact that, for financial transactions, one 
sector’s sources of funds are other sectors’ uses, and vice versa. The total of 
amounts shown in all die source or use columns must equal die total of amounts 
shown in all the rows. 

Table 3.3 is a simplified form of Table 3.2, condensed in order to highlight 
the matrix’s major features. The twenty-seven sectors in the accounts are aggre¬ 
gated in this table into four groups, listed across the top of the table. Down the 
left side of the table are die transaction categories, here compressed into seven 
rows plus a row for the column totals. In Table 3.3 gross saving and capital 
expenditures, die nonfinancial sources and uses of funds, appear in lines 1 and 3, 
respectively. All the financial transactions of a sector are summarized as net 
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Table 3.1 


Structure of a Typical Sector Table In the Flow-of-Funds Accounts 


1. Gross saving (GS) 

2. Gross investment (GI) 

a. Capital expenditures (CE) 

b. Net financial investment (NFI) 

i. Net acquisition of financial assets (NAFA) 

ii. Net increase in liabilities (NIL) 

3. Discrepancy (D) 


(1) 

GS 

(2) 

GS 

(3) 

GS 

(4) 

GS + NIL 

(Sources of funds) 


GI + D 

(CE + NFI) + D 
CE + (NAFA - NIL) + D 
CE + NAFA + D 
(Uses of funds) 


financial investment (line 4)—the excess of a sector’s lending to other sectors 
(its financial uses) over its borrowing from other sectors (its financial sources). 
Each sector’s net financial investment equals the excess of its saving over its 
capital expenditures (apart from die sector discrepancy). 

The matrix framework is useful in analyzing actual or hypothetical economic 
events. An example is die change in U.S. tax law in 1986 that gradually removed 
the tax-deductibility of interest payments on consumer loans. One consequence 
of this action was a shift in borrowing by individuals from consumer credit to 
home equity loans, which are included in the home mortgage category. An 
analyst examining this event when it first occurred might use the flow-of-fimds 
matrix to predict the likely effects of the change on financial flows in different 
areas of die economy. 

For example, if a shift to home mortgage borrowing from consumer credit 
were to be made by die household sector with no other change in consumer 
behavior, die sector would still be in balance in die matrix because die change 
would constitute only a switch from one source of funds to another, leaving total 
sources for the sector unchanged. The transaction categories, adding across die 
columns along die consumer credit row, would now be out of balance, however, 
because total uses of funds for consumer credit, die change in the assets of die 
lending sectors, would be greater than total sources, die change in borrowings. 
The opposite would be true for the home mortgage category. The analyst would 
note that, to keep all the rows in balance, home mortgage lending would have to 
increase for some sectors and consumer credit lending decrease for others. 

The changes would now create an imbalance between total sources and uses 
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Table 3.2 

Detailed Flow-of-Funds Matrix, 1991 (billions of dollars) 
















































































THE PRESENT U.S A CCOUNTS 55 


U.S 
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- 236.0 


39.0 


5.1 


- 1.8 


432 


- 7.5 

... 1 , 145.4 


1 , 154.3 

1 




42.9 


3.1 


.1 


23.3 


16.4 

... 1 , 030.6 


1 , 030.6 

2 


- 236.0 


- 3.9 


2.1 


- 1.9 


20.0 


- 24.0 


114.8 


123.8 

3 . 

- 266.6 


53.7 


6.2 


.2 


24.1 


23.2 


1 , 141.3 


4.0 

1 , 162.5 

4 . 

- 2.8 


62.2 


4.0 


.2 


33.7 


24.3 


1 . 167.2 


- 21.9 

1 , 167.2 
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446.1 



446.1 

6 



.2 








2 


190.3 



190.3 

7. 



62.0 


4.0 


.2 


33.7 


24.1 


541.1 



541.1 

8 













- 10.2 



- 10.2 

9 

- 2.8 
















10 . 

- 263.8 


- 8.5 


2.2 


.0 


- 9.6 


- 1.1 


- 25.9 


25.9 

- 4.8 

11 . 

49.6 


765.1 


157.7 


22.3 


106.0 


479.1 


1 , 328.1 


25.9 

45.7 

12 . 


313.4 


773.6 


155.5 


22.3 


115.6 


480.2 

... 1 . 354.0 


50.5 

13 

- 2.6 


- 3.2 




- 3.2 






- 5.9 

- 5.9 



14 . 


• 

.7 




.7 






.7 

• 

-.6 


15 . 

27.4 


- 6.6 

75.8 

-.7 



29.2 

-.8 

37.8 

- 5.2 

8.7 

86.8 

75.8 

- 11.1 


16 . 

27.4 



14.3 




8.8 


5.5 



27.4 

14.3 

- 13.1 


17 . 




- 1.4 




.6 


- 2.0 



- 1.4 

- 1.4 



18 



- 6.6 

62.8 

-.7 



19.8 

-.8 

34.3 

- 5.2 

8.7 

60.8 

62.8 

2.0 


19 

.1 


.7 

16.7 
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- 63.2 

16.7 

16.7 



20 
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41.3 







7.5 

41.3 

41.3 

41.3 
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- 60.9 






- 23.1 
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- 37.8 
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- 7.8 

6.2 
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1.8 


16.7 
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106.9 
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2.3 
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48.3 
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31.1 


84.0 

- 15.8 
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7.3 
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6058 
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306.5 


16.5 


31.4 
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292.0 
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6.1 
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134.0 

134.0 



32 



21 5 






- 14.2 
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3.2 

- 27.1 

- 27.1 



37 . 



- 21.7 
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- 2.0 

- 20.1 

- 26.7 

- 11.9 

- 44.0 

- 44.0 



38 . 

- 5.4 
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- 38.1 

- 32.2 

• 
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10.1 
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43 

36.1 

14.3 

83.1 

124.6 

6.8 

7.8 

- 2.4 

1.3 

15.9 

48.9 

62.8 

666 

182.1 

157.0 

- 25.1 


44 

30.6 


- 14.7 


- 1.1 


- 2.0 


19.2 


- 30.8 


4.0 


4.0 

- 8.2 

45 . 


6. For the U.S. government sector, mineral rights sales 7. SDR. special drawing right, 

shown on this line as a negative expenditure appear 8. RP’s repurchase agreements, 

in the 2.1 statistical release as a source of funds with 9. n.e.c. not elsewhere classified. 

a positive sign * In absolute value, greater than zero and less than $50 million. 
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of funds for these sectors, however, and the sectors’ investing or financing would 
have to be adjusted. In this scenario, the analyst would perhaps have mortgage 
lenders increase their deposit liabilities through an increase in offering rates on 
deposit accounts, or increase their mortgage loans outstanding by lowering die 
interest rates charged on mortgage loans relative to those on consumer credit, 
both of which would set in motion further changes for other sectors and in other 
markets. The analyst might use behavioral assumptions or empirical evidence 
from other studies to determine what the likely repercussions would be. 

After numerous changes, the analyst would eventually have the matrix bal¬ 
anced for all columns and rows and would thus have predicted a consistent set of 
flows. A comparison of die newly balanced matrix with an earlier one prepared 
before the original shift in borrowing took place would indicate the economy¬ 
wide effects in sectors and transactions that would result from the shift, given the 
assumptions made by the analyst at different stages of the exercise. 

This type of analysis can be performed for other economic events as well— 
for example, when changes in interest rates induce corporations to restructure 
their debt, or when regulatory changes lead commercial banks to alter die mix of 
their loan and security holdings. When an analyst wants to determine the proba¬ 
ble future effects of an actual or hypothetical event, the subsequent changes in 
individual “cells” of the matrix can be estimated; the process of balancing the 
matrix becomes a macroeconomic simulation exercise in ensuring consistency in 
financial markets. In tracing the course of actual events, on the other hand, 
market shifts and the adjustments that occur in response and that balance the 
matrix are constantly in process; the task of flow-of-funds analysis is to discover 
where the changes have taken place. In this case an analyst might compare the 
recorded values in the matrixes for the time periods before and after an event and 
note all the changes, using statistical techniques to discover which of the new 
values in the matrix were related to the event being studied. 

Relationship to the National Income and Product Accounts 

As the financial counterpart to the NIP A, the flow-of-funds accounts relate trans¬ 
actions in financial markets to nonfinancial activities in the economy by showing 
the uses to which saving is applied and the means by which tangible investment 
is financed. The discussion in the preceding section noted that saving is a nonfi¬ 
nancial source of funds. Each sector in the economy receives some form of 
current income or receipts: Households receive personal income from the sale of 
their labor services and from nonwage sources such as interest and rental pay¬ 
ments, unincorporated proprietors’ income, and dividends from corporations; 
businesses, including financial businesses, earn revenues from the sale of goods 
and services or from returns on investments; and governments receive tax pay¬ 
ments, fees for services, and social insurance contributions. 

Each sector likewise makes current outlays; for example, households con- 
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sume goods and services, businesses pay wages and incur other costs, and gov¬ 
ernments spend for defense, education, and other purposes, leaving (apart from 
adjustments) saving as the residual component of income. In the tables in the Z.1 
statistical release, each domestic-sector table shows the sector’s saving, and in 
some cases total income before expenditures, as calculated in the NIP A. For 
conceptual reasons, a small portion of total saving in the NIPA is reallocated 
among the sectors in the flow-of-funds accounts. When saving is aggregated 
across all sectors in the accounts, however, it is equal to national saving as 
published in die NIPA, except for certain identifiable differences that are dis¬ 
cussed below. In this way, saving as presented in the sector tables in flow-of- 
funds publications can be thought of as a deconsolidation of national saving. 

The differences between the total of national saving as presented in the flow- 
of-funds accounts and in die NIPA are summarized in Table 3.4, which, like 
Table 3.3, aggregates the data shown in the tables in Z.l. Gross private saving 
(line 1) is larger in the flow-of-funds accounts than in the NIPA, by $528 billion. 
The first element of the difference, $82 billion (line 2), results from a shift of 
saving—credits from insurance and pension funds for government employees— 
from the federal government and state and local government sectors to the 
household sector, making it an element of gross private saving. The federal 
government component equals the change in U.S. government liabilities for 
insurance reserves and pension fund reserves for civil service and railroad retire¬ 
ment; the state and local government component is the change in total liabilities, 
equal to the change in total financial assets, of state and local government em¬ 
ployee retirement funds. Moving these financial flows to the household sector 
results in consistent treatment of private sector and public sector insurance and 
retirement saving in the flow-of-funds accounts; all of these reserves are finan¬ 
cial assets of the household sector. 

The second element of die difference between die total of national saving in the 
flow-of-funds accounts and in the NIPA is the difference in treatment of consumer 
durable goods, reflected in the calculation of both gross saving (line 4) and gross 
domestic investment (line 5). 2 In die NIPA, household outlays for durable goods, 
$446 billion in 1991, are classified as personal consumption expenditures on goods 
that are consumed during the period in which they are purchased. In the flow-of- 
funds accounts, in contrast, purchases of durable goods are considered capital invest¬ 
ment expenditures because durable goods provide services for a longer period of 
time than the current period, because to a significant degree they provide services 
that otherwise would be provided by businesses through their purchases of equip¬ 
ment, and because they are often financed by debt. Consequently, (1) saving by 
households is adjusted upward in the flow-of-funds accounts by die total of durable 
goods purchases, and national saving is larger in the flow-of-funds accounts than in 
the NIPA by this amount; and (2) total investment by the household sector in 
physical goods includes the expenditures on durables. No imputation of income is 
made to households from die flow of services from durable goods. 
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Table 3.4 


Gross Saving and Investment in the Flow-of-Funds Accounts and the 
National Income and Product Accounts, 1991 (billions of dollars) 


Item 

Flow of funds 

National income 

Difference 

Source of difference 


accounts 

and product 




(FOF) 

accounts 



1. Gross private saving 

1,429.9 

901.5 

528.4 

Lines 2 and 4 

2. Government surplus 

-275.6 

-193.3 

-82.3 

Credits from 




government 





insurance 

3. Capital grants to the U.S. 

_ Si 

_ Si 

_ Si 

Omitted from FOF 




flows 

4. Gross saving 

1,154.3* 

708.2 

446.1 

Lines 3, 5, and 9 

5. Gross domestic 

1,167.2 

721.1 

446.1 

Consumer durable 

investment 




goods 

6. Net foreign investment 

_dLS 


zlll 

Lines 3 and 10 

7. Gross investment 

1,162.5 

730.1 

432.4 

Lines 5 and 10 

8. Statistical discrepancy 
(line 4 less line 7 ) 

— 8.2 

-21.9 

-13.7 

Lines 9 and 10 

9. Wage accruals less 

.0 

.0 

.0 

Omitted from FOF 

disbursements 




flows 

10. Statistical discrepancy in 



-13.7 

FOF line 6 is based 

international transactions 




on capital flows 
rather than 





current— 
account balance 

11. Memo 




Line 5 less mineral 

Gross private domestic 

1,170.0 

721.1 

448.9 

rights sales by 

investment 




the U.S. 
government 


I. Amount differs from total in Table 3.3 by foreign sector saving. 


The other differences in gross saving between the flow-of-funds accounts and 
the NIP A are less significant One of these differences is the treatment of die 
U.S. allocation of special drawing rights (SDRs), which in die NIPA is consid¬ 
ered a capital transfer from abroad but in die flow-of-funds accounts appears 
only as an adjustment in the level of U.S. holdings of SDRs. 3 The most recent 
allocation of SDRs occurred in 1981, and this difference between the NIPA and 
the flow-of-funds accounts has been zero since then. Another item, wage accru¬ 
als less disbursements, frequently equal to zero, is included in the NIPA but is 
excluded from the flow-of-funds accounts except as an element of the nonfman- 
cial discrepancy series, a balancing item shown in the detailed matrix. 

Table 3.4 illustrates that, in addition to the differences between the NIPA and 
the flow-of-funds accounts in the values for gross saving, there are also differ¬ 
ences between the two systems in the values for gross investment One reason is 
the difference in the treatment of consumer durable goods, discussed above. 
Another reason is that measures of the contribution of the foreign sector to gross 
investment in the NIPA and in the flow-of-funds accounts differ by the estimated 
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amount of the foreign sector discrepancy. This discrepancy reflects two factors. 
First, differences exist between the NIPA data and the balance of payments data 
used in the flow-of-funds accounts because of revisions and differences in tim¬ 
ing; second, the NIPA exclude economic activity in U.S. possessions, whereas 
the balance of payments accounts include it. 

Another difference in the value for gross investment in the NIPA and the 
flow-of-funds accounts, this one in the figure for gross private domestic invest¬ 
ment, is due to the treatment of mineral rights sales (currently consisting of rents 
and royalties on the outer continental shelf lands) by the U.S. government, a 
series that is not found in the NIPA. In the flow-of-funds accounts, this item is 
considered a sale of a capital item by die U.S. government and is entered as a 
negative capital expenditure for the sector, -$2.8 billion for 1991. The same 
amount is entered as a positive capital expenditure for die nonfarm nonfinancial 
corporate business sector. When capital expenditures are added for all sectors to 
obtain total gross investment, the two amounts offset each other. Gross private 
domestic investment, however, differs from total gross domestic investment in 
the flow-of-funds accounts by the amount of the mineral rights sales. Line 11 in 
Table 3.4 shows gross private domestic investment as a memorandum item. 

Table 3.5 shows the allocation of components of saving and investment in the 
NIPA among flow-of-funds sectors. The allocation reflects, in part, differences 
in definitions of sectors: Saving and investment by corporate farms are in the 
farm business sector in the flow-of-funds accounts, but they are in the nonfman- 
cial corporate business sector in the NIPA; state and local government general 
funds and state and local government retirement funds constitute a single sector 
in the NIPA, but they are two distinct sectors in the flow-of-funds accounts. 
Total gross saving (line 16) is calculated by adding expenditures on consumer 
durable goods (line 12) to NIPA gross saving and deducting items not included 
in flow-of-funds saving (line 15), which in this case total zero. Lines 13 and 14 
show the reallocation of a portion of government saving to the household sector 

described earlier; the reallocation does not affect total gross saving. Finally, the 
deduction of capital consumption (lines 17 and 18) results in net saving (line 19). 

The lower part of Table 3.5 shows the allocation of the components of invest¬ 
ment in the NIPA among flow-of-funds sectors. Gross domestic investment in 
the NIPA differs from that in the flow-of-funds accounts by the same amount of 
consumer durable goods (line 24) that was added to saving in line 12. The sales 
of mineral rights by tire U.S. government to nonfarm nonfinancial corporations 
are shown in line 25. 

Monthly Debt Aggregate 

In 1983 the Federal Open Market Committee (FOMC) established a monitoring 
range for the growth of credit market debt of domestic nonfinancial sectors. This 
“debt aggregate” replaced bank credit as part of the information that the Federal 
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Reserve Board reports to the Congress twice a year as required by the Full 
Employment and Balanced Growth Act of 1978 (the Humphrey-Hawkins Act). 
The monthly debt aggregate is published in the Federal Reserve Board’s weekly 
H.6 statistical release, “Money Stock, Liquid Assets, and Debt Measures.” 

The debt aggregate is constructed from data in the flow-of-funds accounts. 
The flow-of-funds measures reported in the Z. 1 release are levels at the end of a 
quarter or a year, whereas the debt aggregate, like the monetary aggregates, is 
reported as an average level outstanding during a month or quarter. The FOMC’s 
monitoring range for the debt aggregate applies to growth, from the fourth quar¬ 
ter of the previous year to die fourth quarter of die current year, in the average 
amount of debt outstanding. 

Construction of the debt aggregate involves several steps. First, a month-end 
debt series is prepared. Monthly data are available for several components of the 
total—federal debt, consumer credit, commercial paper, and finance company 
loans to business. Monthly data for portions of the other components are also 
available; the missing portions of these series are estimated from quarterly data. 

The second step in constructing the debt aggregate is to adjust the month-end 
series for statistical discontinuities, or breaks, in the data. A break occurs when the 
sample changes or when the series is revised to incorporate new benchmark data, is 
revalued to market prices, or is redefined. Both the month-end and quarter-end data 
for credit market debt of domestic nonfinancial sectors contain such breaks. The 
chapter of this guide on data characteristics discusses breaks in data in more detail. 

To remove a discontinuity from the month-end debt series, staff members of 
the Flow-of-Funds Section review the reasons for the break and work the amount 
of the break into the flows data (and levels data) gradually over an appropriate 
period immediately preceding the discontinuity period. If specific information 
about the pattern with which the break should be incorporated in the series is not 
available, the break amount is worked into the series by calculating the com¬ 
pounded rate at which the level would have to grow (or shrink) over a predeter¬ 
mined period to reduce the break amount to zero. The monthly levels are then 
adjusted over the intervening period, maintaining the pattern that existed by 
moving the levels up (or down) gradually between the starting and ending points 
up to the amount of the break. Flows are then calculated as the first differences 
of the newly constructed levels. An instance of this process occurred in 1989, 
when responses to a new question on a survey regularly conducted by the Fed¬ 
eral Reserve Board revealed that $8 billion in securitized consumer credit receiv¬ 
ables had not previously been reported. The series was adjusted upward by the 
$8 billion in January 1989, which meant that the series contained a break of that 
amount for that month. Because consumer credit had been securitized with regu¬ 
larity since 1984, the $8 billion was worked into the figures for 1984 through 
1989, creating a new break-adjusted month-end series. 

The final step in constructing the debt aggregate is to prepare the month-aver¬ 
age series. The month-average series is calculated as the average of consecutive 
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months in the series after the series has been adjusted for breaks. For example, 
the debt aggregate reported for January is the average of end-of-December and 
end-of-January figures. It is this monthly series that is published in die H.6 
statistical release. 

Organization of the Accounts 

The richness of die flow-of-funds accounts lies, in part, in their detailed presen¬ 
tation of economic sectors and financial transactions. 

Sectors 

In the accounts, die economy is divided into twenty-seven sectors—for example, 
households, federally related mortgage pools, and life insurance companies. For 
purposes of analysis, the sectors can be combined into broader groups, as shown 
in Figure 3.1. (Several of these broader groups are used in Table 3.2 above.) The 
noncorporate business group, for example, is made up of the farm business and 
nonfarm noncorporate business sectors. This group, together with the household 
sector, nonfarm nonfinancial corporate business, and die two government sec¬ 
tors, make up the domestic nonfinancial group. The combined debt of these 
sectors, discussed in the section on the monthly debt aggregate, is monitored by 
die Federal Open Market Committee because it is one indicator of the effect of 
monetary policy. The foreign sector is added to the domestic nonfinancial group 
to form the nonfinancial group of sectors. 

The financial sectors are shown in lines 8 through 27 in Figure 3.1; within the 
financial sectors are bank and nonbank groups. The bank (or commercial bank¬ 
ing) group encompasses four types of depository institutions (lines 11 through 
14); the nonbank group is made up of thirteen sectors, both depository and 
nondepositoiy institutions (lines 15 through 27). State and local government 
employee retirement funds constitute a separate sector in the financial group, 
although state and local government general funds are a nonfinancial sector. 

Transaction Categories 

The large number of financial transaction categories in the flow-of-funds ac¬ 
counts provides added detail. Transactions can also be combined into analyti¬ 
cally useful groups, shown in Figure 3.2. One such group, for example, is credit 
market instruments; this group is of major importance because the transactions 
carried out by these instruments are the ones besides equities that take place in 
organized financial markets. 

Uses of the Accounts 

Information from the flow-of-funds accounts is used in many ways to describe 
and analyze economic and financial developments in the United States. For 
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Figure 3.1 Sector Groupings in the Flow-of-Funds Accounts 
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example, data from the accounts figure prominently in Federal Reserve Board 
reports to the Congress, such as the semiannual monetary policy reports re¬ 
quired by the Full Employment and Balanced Growth Act of 1978 and the 1993 
report on Credit Availability for Small Businesses and Small Farms. Flow-of- 
funds data also are cited in analytical studies reported in the monthly Federal 
Reserve Bulletin and in academic journals, newspapers, and financial market 
newsletters. 

The following description of several key financial developments in the U.S. 
economy is based on information from the flow-of-funds accounts and 
illustrates the use of the accounts in understanding the course of events. 4 Nearly 
all the data in the figures and the table that accompany the description are from 
the flow-of-funds accounts. A note at the bottom of each figure lists, for each 
data series in die chart, (1) the Federal Reserve Board statistical release in which 
the data series appears; (2) the table in which the series appears (L preceding the 
table number denotes a table containing levels data; F, a table containing flow 
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Figure 3.2 Financial Transaction Categories in the Flow-of-Funds Accounts 
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data; and B, a table from the sector balance sheets); (3) the line number of the 
series; and (4) the computer code for the series. 

Overview of U.S. Credit Flows, 1972-92 

U.S. financial markets and the relationship between financial transactions and 
economic activity have changed in dramatic ways over the past two decades. 
Economists frequently summarize the relationship between production and fi¬ 
nancial activity with broad measures; one such measure is the ratio of debt of die 
domestic nonfinancial sectors—governments, businesses, and households—to 
die value of the nation’s output, gross domestic product (GDP), expressed in 
nominal terms, or current prices. This ratio was relatively stable during the 
quarter century before 1982 (Figure 3.3). Between 1982 and 1990, however, debt 
expanded at a much faster pace than the nominal value of output. This explosion 
in debt was especially striking in the business sector, where die replacement of 
equity by debt led to an unprecedented restructuring of the capital base for 
nonfinancial corporations. Households and governments also borrowed heavily, 
as individuals increased their mortgage and consumer-credit indebtedness and 
governments issued more debt securities. 

The slowing of debt growth that accompanied the onset of the economic 
recession in 1990 was nearly as dramatic as the rise. The movement during and 
immediately after the recession to reduce debt servicing burdens by borrowing 
less, refinancing existing debt with obligations that carried lower interest rates or 
longer maturities, and issuing equity has been cited as both a cause and a result 
of the subsequent slow pace of economic recovery in 1991 and 1992. 

Meanwhile, the channels through which credit makes its way to borrowers 
have changed substantially. In the 1970s, depository institutions—banks, savings 
and loan associations, mutual savings banks, and credit unions—were the pre¬ 
dominant lenders in the economy. The growth of their loan and security portfo¬ 
lios approximately matched the expansion of debt of the nonfinancial sectors 
(Figure 3.4). But the role of depositories began to decline in importance in the 
mid-1980s. Assets of savings and loan associations dropped nearly 40 percent 
between the end of 1988 and the end of 1992 as many of the institutions failed. 
In contrast, life insurance companies, pension funds, and mutual funds become 
increasingly important channels for financial intermediatioa Moreover, new 
types of securities, backed by pools of loans (particularly home mortgages) or 
receivables, captured a growing segment of the credit market. 

The Rise and Fait of Debt 

The change in total debt relative to the nation’s output is one of the more striking 
macroeconomic financial developments of the postwar period. The ratio of do¬ 
mestic nonfinancial debt to nominal GDP had fluctuated within a relatively 
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Figure 3.3 Domestic Nonfinandal Debt as a Percentage of GDP, 1952-82 

Percent 



From the Z.1 release: Table L.2, line 1 (series A384104005.q), 
divided by table F.l, line 1 (fa086902005.q), multiplied by 100. 

See part 2 for an explanation of series codes. 

In this and subsequent charts, shading indicates periods of 
recession as defined by the National Bureau of Economic 
Research. 

Figure 3.4 Growth of Domestic Nonfinandal Debt and Depository Credit, 
1952-92 

Percent 



Debt —From the Z.l release: Table F.2, line 1 (series 
fa384104005.q), divided by table L.2, line 1 (fl384104005.q, 
lagged one quarter), multiplied by 100. Credit—From the Z.1 
release: Sum of table F.l 11, line 42 (fa764004005.q), and 
table F.l 17, line 8 (fa494004005.q), divided by the sum of 
table L.111, line 38 (fl764004005.q, lagged one quaiter), and 
table L. 117, line 6 ((1494004005.q, lagged one quarter), multiplied 
by 100. Data are four-quarter moving averages. 
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narrow band for most of the period between the mid-1950s and 1982, averaging 
about 135 percent. Private-sector borrowing tended to move up and down in 
tandem with business activity, reflecting the use of credit to finance consumer 
durable goods, business investment in equipment and inventories, and construc¬ 
tion activity of all types. Federal government borrowing, on the other hand, was 
largely countercyclical. Federal government deficits tended to widen during re¬ 
cessions because tax revenues weakened and expenditures to support declining 
incomes increased. Economic expansions generally strengthened the 
government’s budgetary position. Thus, changes in private and public debt 
growth largely had offset one another. 

The stable ratio of debt to income prompted some economists in the late 
1970s and early 1980s to suggest that monetary policy should target a broad 
credit aggregate—in place of, or alongside, the monetary aggregates. As noted in 
the earlier discussion of the monthly debt aggregate, the Federal Open Market 
Committee (FOMC) in 1983 began setting a monitoring range for domestic 
nonfinancial debt. 5 At about the same time, this debt aggregate began rising 
much more rapidly than GDP, with the ratio approaching 200 percent by the end 
of the 1980s. The ratio flattened in 1990, 1991, and 1992, but at the new, 
elevated level. 

No single factor appears to explain the sharp upturn in relative debt 
growth. Most explanations that have been offered refer to a combination of 
factors, including reduced costs to businesses and households of financial 
leveraging, changes in the regulatory environment for depository institutions, 
a broadening of credit markets to encompass foreign sources, and new tech¬ 
nologies that enhanced the exchange of information and spurred the develop¬ 
ment of new instruments to control economic risk. These factors appear to 
have affected the borrowing habits of governments, businesses, and house¬ 
holds in different ways and at different times, leading most analysts to focus 
on events in individual sectors. 

A major component of die growth of nonfinancial debt in the 1980s was the 
ballooning of the deficits of the federal government during the period of eco¬ 
nomic expansion. Between 1972 and 1979, federal government debt increased, 
but its growth was slower than the growth of no minal GDP. Beginning in 1980, 
however, die step-up in the size of federal government deficits, which reflected 
unprecedented changes in tax law, a buildup in national defense, and growth in 
social welfare programs, pushed the federal government debt up at double-digit 
rates. By the end of 1992, federal government debt held by the public totaled 
$3.1 trillion, more than triple the level of a decade earlier (Figure 3.5). 

In contrast to earlier periods, the uptrend in the debt of the federal govern¬ 
ment relative to GDP was not accompanied by offsets in the nonfederal sectors. 
For example, net issuance of tax-exempt securities, most of which are offered by 
state and local governments, showed no slackening in the 1980s. To the contrary, 
net issuance was especially strong in the middle of the decade; many govern- 
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Figure 3.5 Federal Debt and Deficit, 1972-02 


Billions of dollars Billions of dollars 



Debt —From the Z.1 release: Table L.106, line 16 (series 
fl31410200S.a). Deficit —Monthly series from Monthly Treasury 
Statement of Receipts and Outlays of the US Government, table 2, 

Summary of Budget and Off-Budget Results and Financing of the 
U.S. Government, converted to annual rate, with sign reversed. 

ments and related entities issued large volumes of debt securities in anticipation 
of proposed federal tax legislation that would restrict offerings of public- and 
private-purpose bonds (Figure 3.6). (Subsequently, such restrictions actually 
were enacted.) 

Later in the 1980s and in the early 1990s, growth in the debt of state and local 
governments was buoyed by increasing fiscal pressures. Financial support from 
die federal government diminished and revenue growth from die state and local 
governments’ own sources slowed at die same time that demand for services 
such as Medicaid, corrections, and education was rising rapidly. With operating 
accounts squeezed, state and local governments apparently funded an increasing 
proportion of their capital spending by borrowing. 

Debt of the state and local government sector also was boosted because many 
governments found it advantageous to “advance refund” obligations that had 
been issued earlier at higher interest rates. Such advance refinancing of debt was 
matched by increases in financial assets, as die funds raised were typically used 
to purchase SLGS (state and local government series), special nonmarketable 
U.S. Treasury securities with maturities tailored to match die first call date of die 
bonds that the governments refund. 

For die business sectors, debt growth has tended to exceed die growth of 
nominal GDP during most of the postwar period, but the uptrend steepened with 
the economic expansion of the 1980s and then declined just before die recession 
in 1990. Borrowing by nonfinancial corporations in the 1970s appears to have 
been closely tied to the difference between their capital outlays for buildings, 
equipment, and inventories and their internal cash flow. This so-called financing 
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Figure 3.6 Net Issuance of Tax-Exempt Debt by All Borrowers, 1972-02 
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From the Z.1 release: Table F.212, line 1 
(series fa253162005.a). 


Figure 3.7 Credit Market Borrowing and Financing Gap, Nonfinanclal 
Corporations, 1972-02 

Billions of dollars 



Borrowing —From the Z.1 release: Table F.104, line 40 (series 
fa104104005.q). Financing gap —From the Z.1 release: Table 
F.104, line 68 (fal05005305.q). 

gap is plotted in Figure 3.7, along with net new borrowing of all nonfinancial 
corporations. 

As Figure 3.7 suggests, corporations altered their financing activities in un¬ 
precedented ways in the mid-1980s, when borrowing greatly exceeded the fi¬ 
nancing gap. The additional borrowing was associated with a large number of 
mergers, acquisitions, and other types of corporate restructuring, some of them 
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Figure 3.8 Net Issuance of Corporate Equities, 1972-92 


Billions of dollars 



From the Z.1 release: Table F.104, line 39 
(series fal03164003.a). 

financed with “junk” bonds—below-investment-grade debt issues. The minor 
image of the rise in corporate borrowing was an unprecedented retirement of 
equity: Between 1984 and 1990, nonfmancial corporations withdrew nearly $650 
billion worth of equity shares (Figure 3.8). 

By the end of die decade, businesses had begun to reverse the earlier buildup 
in financial leverage. Indeed, the drop in borrowing was so precipitous that debt 
of die nonfmancial business sector at the end of 1992 was virtually the same as it 
had been at the end of 1990. Net equity issuance turned positive in 1991 and 
remained so in 1992. With interest rates on long-term debt declining, businesses 
also moved aggressively to restructure their balance sheets in other ways. By 
issuing bonds at a near-record pace, corporations were able to reduce their debt 
service through replacement of bonds that carried the higher interest rates of the 
1970s and 1980s and to reduce obligations that had shorter maturities, such as 
bank loans and commercial paper. By the end of 1992, the ratio of these gener¬ 
ally shorter-term obligations to total corporate debt had fallen to its lowest level 
in eleven years (Figure 3.9). 

The rise in debt relative to income began earlier in the household sector than 
in the business and government sectors. The ratio of household debt to dispos¬ 
able personal income turned up noticeably in 1976, and the rise was interrupted 
only briefly by the economic recessions of die early 1980s (Figure 3.10). Bor¬ 
rowing backed by real estate—that is, mortgage loans to purchase homes or to 
tap equity in homes—accounted for the bulk of the pickup in overall debt of the 
household sector. Because prices of homes were rising appreciably on average 
from the mid-1970s to the mid-1980s, die amount of mortgage debt outstanding 
relative to the market value of owner-occupied real estate changed little during 
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Figure 3.9 Short-Term Debt as a Percentage of Credit Market Debt, and Bond 
Yields, Nonf inancial Corporations, 1972-92 

Percent Percent 


1972 1977 1982 1987 1992 


18 


50 


15 


40 


Short-term debt —From the Z.l release: Table L.104, line 44 
(series fll04140005.q), divided by line 20 (fll04104005.q). Baa 
corporate bond yield— Moody’s Investors Service average yield 
to maturity on selected long-term seasoned corporate bonds rated 
Baa, all industries. Short-term debt comprises loans and short¬ 
term paper. 


Figure 3.10 Debt of the Household Sector as a Percentage of Disposable 
Personal Income, 1960-92 


Percent 



Total household debt —From the Z.l release: Table L.100, line 
26 (series fl 154102005.q), divided by table F.100, line 3 
(fa156012005.q), multiplied by 100. Home mortgages —From the 
Z.1 release: Table L.100, line 27 (fll53165105.q), divided by 
table F.100, line 3 (fa156012005.q), multiplied by 100. 
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that time (Figure 3.11)—no doubt reducing the perceived risk of the added debt 
to both borrowers and lenders. When the rise in home prices slowed in die 
second half of the 1980s, however, the ratio of mortgage debt to the value of real 
estate increased sharply, although the absolute amount of equity in homes con* 
tinued to rise (Figure 3.12). 

Like businesses, households cut their borrowing in die 1990-92 period. 
Households also took advantage of declining interest rates, in this case falling 
mortgage interest rates. Refinancing of mortgages served a number of purposes, 
including lowering monthly payments, shortening the maturity of the debt in 
order to build equity in homes more quickly, and enabling borrowers to consoli¬ 
date debts by using cash from die proceeds to pay down burdensome consumer 
credit, which typically carries relatively short maturities and interest rates higher 
than those on mortgage debt. Consumer credit, which is frequently used to 
purchase automobiles and other consumer durable goods, actually contracted in 
1991 and changed litde in 1992. 

Sources of Credit 

The past twenty years also have seen a significant evolution of financial interme¬ 
diation. The interaction of changes in regulation, international competition in 
financ ial services, and the development of new types of financial instruments 
have changed the way saving flows are channeled to investments. 

Table 3.6 provides a broad picture of this evolution. Depository institutions 
were the major suppliers of credit in the United States in the 1960s and 1970s, 
holding nearly half the outstanding credit market debt With the shrinkage of the 
savings and loan industry and increased competition from other types of finan¬ 
cial institutions, die share held by depository institutions dropped to less than 30 
percent by the early 1990s. The slack was taken up by nondepository financial 
institutions, particularly mutual funds. Moreover, home mortgage financing in¬ 
creasingly was channeled through arrangements that involved the issuance of 
securities backed by a pool of loans. Although depositories became major hold¬ 
ers of mortgage-backed securities, other lenders also purchased them, thereby 
widening the market for mortgage loans. 

Life insurance companies and pension funds (private funds and funds for state 
and local government employees) together have accounted for approximately the 
same percentage of credit supplied over the past two decades. Pension fimds, 
however, have become particularly important providers of equity capital. They 
held nearly 30 percent of total corporate equity shares at the end of 1992, more 
than double their share of the 1970s equity market. 
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Table 3.6 

Credit Market Funds, by Type of Supplier, 1960-92 (percentage of total 
outstanding, average during period) 


Supplier 

1960-69 

1970-79 

1980-89 

1990-92 

Depository institutions 

43 

46 

39 

29 

Commercial banks 

27 

29 

24 

20 

Thrift institutions 

16 

17 

15 

9 

Nondepository institutions 

29 

30 

36 

45 

Insurance companies 

15 

12 

10 

11 

Pension funds 

5 

5 

7 

7 

Mutual funds (including 

♦ 

1 

3 

6 

money market mutual 
funds) 

Mortgage pools and federally 

2 

4 

8 

11 

sponsored agencies 

Other financial sectors 1 

7 

8 

8 

10 

Nonfinancial sectors 2 

28 

24 

25 

26 


1. Monetary authority, finance companies, real estate investment trusts, security 
brokers and dealers, and issuers of securiticized credit obligations. 

2. Household sector, nonfinancial business, state and local government general 
funds, U.S. government, and the foreign sector. 

* Less than 0.5 percent. 

Source: Flow of funds accounts, Z.l statistical release, table L.6. 


Notes 

1. The SNA framework has been under review by the United Nations. A revised SNA 
is expected to be adopted in 1993, and the discussion here compares the flow-of-funds 
accounts with the proposed revised framework. 

2. Examples of consumer durable goods are automobiles, furniture, computing equip¬ 
ment, and boats. 

3. SDRs are a special class of reserve asset, created by international agreement, that 
can be used only by monetary authorities and certain international organizations to settle 
international reserve transactions. SDRs are freestanding assets that do not represent a 
liability of any specific foreign country or international organization. 

4. Most of the material in this description has been discussed elsewhere, typically in 
greater detail, and the intention is not to present an alternative analysis or an exhaustive 
survey. Nonetheless, this brief history offers a perspective that may be of some interest on 
its own. 

5. From 1979 to 1982, die FOMC monitored bank credit—a narrower, credit (rather 
than debt) aggregate. 
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Origin and Evolution 
of the Accounts 






Introduction to Part II 


It was Thorstein Veblen who first taught us that a key way to understand human 
institutions is to examine their development genetically. That is, one should go 
back through cultural history to the origins of die institution and then trace its 
development forward from its birth through its stages of growth into its matu¬ 
rity. 1 The underlying principle here is that any current human behavior is 
strongly conditioned by its previous phase. Part II carries out an analogous 
exercise to try to understand die flow-of-funds accounts, first exploring their 
origins in the moneyflows accounts and then tracing their evolution forward 
from the moneyflows system. 

The moneyflows accounts were entirely the invention of a single economist: 
Morris A. Copeland. This is in sharp contrast to the national income and product 
accounts, which were developed cooperatively by a group of economists. Having 
to deal with only one inventor greatly simplifies our task; the origins of die 
moneyflows accounts must lie entirely in Copeland’s thought. And what Cope¬ 
land was had major influences on his invention. 

James R. Millar’s paper explores Copeland as an institutionalist and social 
scientist; my paper does the same for Copeland as a social accountant—or as I 
would put it, as the inventor of social accounting. Stephen P. Taylor’s paper 
traces the metamorphosis from the moneyflows of 1952 to the present-day flow- 
of-funds. This is an evolution over much of which he presided as the chief 
flow-of-funds data producer at the Federal Reserve Board. 

The design of the moneyflows accounts and Copeland’s use of them, as 
Millar points out, strongly express his theoretical and methodological stance. As 
an institutionalist Copeland wanted the system to express the role of money seen 
as a key economic institution. For example, money in its medium of exchange 
function cushions the differences over time between a transactor’s ordinary re¬ 
ceipts and ordinary expenditures. But money balances are aided in this function 
by other credit instrument balances. So the accounts provide (and define opera¬ 
tionally) measures of each sector’s ordinary expenditures, ordinary receipts, cash 
balances, and other credit instrument balances. More broadly, the role of money 
and credit is to keep track of moneyflows in the economy. Further, cash balances 
have come to play a coordinating role between a sector’s ordinary transactions 
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and its dealings in loans and securities. The accounts are arranged to facilitate 
statistical observation of these roles. 

Copeland’s institutionalism was not antitheory per se but it was strongly 
opposed to orthodox theory, whose justification he saw as doctrinal rather than 
empirical. He saw the quantity theory of money as a mathematically convenient 
addition to neoclassical doctrine. He confronted this theory with a factual social 
accounting analysis. Although he was well aware that in economics facts are 
often no match for firmly held doctrine, he nevertheless stuck to his own meth¬ 
ods, procedures he saw as scientifically up-to-date. On the positive side, Cope¬ 
land supplemented Mitchell’s theory of business cycles with his “discretionary 
hypothesis,” a way of identifying which sector or sectors are initiating up or 
down movements of the cycle. We should note that this hypothesis is formulated 
in terms of specified measurements— his moneyflow accounts—and that it can 
be verified by examination of these same measurements. Again, a reflection of 
his own methodology. 

Now as Millar notes, these various analytical ideas have been ignored by 
academic economics. On the other hand, such ideas strongly shaped the nature of 
the moneyflow accounts. So various features stemming from Copeland’s institu¬ 
tionalism and his scientific methods remain as the accounts have evolved down 
to us. 

The theme of my own paper could be called “On the Merits of Borrowing.” 
One of the principles of institutionalism is that the boundary lines of economics 
with other fields need to be explored. Copeland’s study of accounting was a 
particularly apt case both because business accountancy is such a basic economic 
institution and because accounting data are the raw material for so much of 
economic statistics. But it was Copeland himself who most forcefully pursued the 
social analogues of the business income statement, balance sheet, and sources and 
applications of funds statement As my paper tries to show, it was by this path that 
Copeland’s institutionalism eventually gave us the moneyflow accounts. 

Taylor’s paper is an important one, the only one so far as I know reviewing 
the changes in the accounts over recent decades. The crucial point was the 1959 
publication of the quarterly system, which marked a substantial integration with 
the national income and product accounts (NIPA) system. It was this shift—with 
its truncation of the flow-of-funds system’s nonfinancial coverage—which com¬ 
promised Copeland’s original analytical approach. His “main money circuit” 
measurements were sacrificed. Taylor notes the practical push given this shift by 
the need to reduce hand computation requirements in that noncomputer era. I 
might add my own sense that the spirit of compromise with regard to conceptual 
treatments was not strong on the NIPA side. 

Taylor characteristically underplays his own role in the long evolution, so I 
will add three of his contributions. First, he designed and executed the conver¬ 
sion of the hand worksheet system into a major computer program. In the end the 
current quarter’s new raw data could be entered and the program took care of all 
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the worksheet computations and printed out current tables ready for publication. 
Secondly, the format of the flow-of-funds summary tables which he designed 
(see reading 2) provided standard measures of intermediation. These tables were 
a basic reorganization of the matrix format of the data, a new format that pro¬ 
vided highly useful totals and helped focus analysis on the saving-investment 
process. Finally, through the years Taylor continually modified the sectors and 
transaction types of the flow-of-funds accounts to keep them in line with the 
institutional realities of the financial system. 

Morris Copeland died in 1989. These papers were originally prepared for a 
Memorial Session honoring him at the 1991 program of the American Statistical 
Association. Stephen Taylor died in 1993. This book is dedicated to him. 

Note 

1. For example, in The Theory of the Leisure Class, Veblen uses this method to 
explain various Victorian consumer taste patterns. 






_4 

James R. Millar 

Institutionalist Origins 

( 1991 ) 


The system of macroeconomic measurements now known as the flow-of-funds 
accounts was the invention of Morris A. Copeland. 1 Their character and content 
were fundamentally influenced by Copeland’s methodology as an economist. 
The purpose of this paper is to examine these methodological roots and explore 
Iheir connection to the accounts. 

Throughout his long career as an economist, Copeland always proudly pro¬ 
claimed his commitment to institutionalism. 2 For this reason, and because of his 
unswerving adherence to a natural science point of view, Copeland has never 
been fully accepted into the mainstream of economics. 3 Ironically, neither is 
Copeland fully recognized today as an institutionalist. Nevertheless, an under¬ 
standing of his particular institutionalist stance is essential to our purpose. 

Copeland’s brand of institutionalism could be called “quantitative,” for in 
many ways he followed in Mitchell’s footsteps. 4 However, Copeland was clearer 
than Mitchell in setting out what would be required to make economics into the 
“evolutionary science” Thorstein Veblen called for, and Copeland placed more 
stress on the “qualitative” side of scientific economics than Mitchell did. But 
these are nonetheless distinctions of degree and not of kind. Copeland and 
Mitchell clearly belong to the same broad branch of American institutionalist 
thought of the twentieth century, and they have been parallel influences in die 
development of a more quantitative and scientific economics. 

Copeland’s Methodology 

Copeland took pains to spell out the implications for economics of an evolution¬ 
ary natural science point of view. 3 For Copeland, economics and the other social 


Printed, with permission, from James R. Millar, “The Methodological Roots of 
Copeland’s Moneyflows.” Unpublished paper prepared for the annual meeting of the 
American Statistical Association, 1991. 
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sciences represented “a branch of that part of zoology concerned with man, a 
branch of functional anthropology.” 6 Human physiology and psychology deal 
with the individual: the functions of the various organs and the functioning of the 
human organism as a whole. But the social sciences are sciences of group behavior. 
For Copeland, therefore, propositions about individual motivation, preferences, 
and so forth, like those about DNA, the circulation of the blood, or the physiol¬ 
ogy of the human brain, are outside the boundaries of social science. Moreover, 
if “economics is a branch of zoology, it seems reasonable that economists should 
look more to biologists than to physicists for methodological guidance. Certainly 
Veblen did.” 7 

Copeland summarized the requirements scientific hypotheses should meet in 
economics as follows: 

1. Hypotheses or descriptive generalizations in economics should be “capable 
of empirical test. Scientific theories should not be mere truisms, or be so 
abstract as to be incapable of factual disproof. Moreover, a scientific hy¬ 
pothesis should be so formulated as to fit existing data. The economist will 
do well to put generalizations about price and cost into the terms that are 
used in keeping business records—into accounting terms.” 

2. Economics “deals with certain aspects of our social system not sharply 
marked off from the aspects with which other social sciences deal.” Its 
formulations must therefore be consistent with hypotheses in the other 
social sciences. Further, its “generalizations must somehow make peace 
with the general theory of biological evolution. They can only be true of 
and relevant to some definitely specified periods of social evolution.” 

3. “The biological sciences do not confine themselves to description. They 
are normative as well as descriptive. Function is a normative, not a de¬ 
scriptive category.” 8 

It goes without saying that much contemporary orthodox economic theory 
fails to satisfy these criteria. Copeland cites indifference analysis, for example, 
as lacking “empirical definiteness.” It “fits the way people have behaved after 
the fact, but it fits any hypothetical past behavior that did not actually take place 
equally well” (the first point above). 9 It is also doubtful that indifference analysis 
(or utility analysis) can be restricted as an explanation to one cultural group or 
era (the second point above). Copeland’s methodological stance does not imply 
rejection of orthodox economic theory in toto, but it does imply rejection of a 
significant portion. 

Copeland took the division of labor as the key feature of the economy as 
opposed to other social structures. The institutions that work to define and articu¬ 
late specialization of production are, therefore, the special concern of the econo¬ 
mist. 10 Thus institutionalism involves description of the way institutions such as 
the money, exchange, price, wage, and accounting systems organize economic 
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activity in particular societies, past and present. Institutionalism has, then, “two 
main phases: one concerned with the process of cultural evolution; the other 
with die here and now.” 11 The process of cultural evolution presumably re¬ 
quires eras, periods long enough for institutions such as exchange or the system 
of pecuniary incentives to become so well entrenched that they appear as “in¬ 
visible” and “natural” stimulus-response patterns to the culturebound. As an 
example of a proper institutionalist treatment of the process of cultural evolu¬ 
tion, Copeland cited Veblen’s concept of “genetic processes of cumulative 
change,” as illustrated by Veblen’s examination of the cultural incidence of the 
machine process. 12 

The “here and now” phase of institutionalism takes place in a time period 
too short for significant changes in such fundamental human institutions. The 
questions institutionalists should pose in this shorter run are, according to Cope¬ 
land: (1) What are the economic functions that need to be performed? (2) What 
are the institutions that help perform these functions, and how do they do so? 

(3) How might the performance of contemporary institutions be improved upon 
and what public policies are implied? 13 The “here and now” phase of institu¬ 
tionalism necessarily involves the economist as economist in certain matters of 
appraisal, either as a kind of institutional pathologist or as an expert in describ¬ 
ing a means to an end or formulating a generally accepted end, such as full 
employment or peace. 14 

The “here and now” phase and the cultural evolution phase of institutionalism 
cannot, of course, be sharply separated from one another. Two studies that Cope¬ 
land praised highly involve elements of both. Copeland called the theory of 
cumulative expansion and contraction of business activity that Mitchell devel¬ 
oped in Business Cycles “the first triumph of the empirical natural science 
method.” 15 And he described Clark’s Economics of Overhead Costs as “much 
the greatest institutionalist contribution” to “realistic microeconomics.” 16 Both 
studies assume as a premise the historical relativity of economic truths. Mitchell 
saw the business cycle as a relatively recent development in business societies, 
and Clark traced the historical rise in the significance of overhead costs as part of 
his analysis of their effects. In these and other respects, these two studies satisfy 
Copeland’s criteria for scientific investigation. 

Copeland’s Method in Practice 

Further discussion of methodology proper will be less illuminating than an ex¬ 
ploration of Copeland’s practice. Although he devoted his last years to the “cul¬ 
tural evolution” phase of institutionalism, studying the origins of the money 
economy and other topics in prehistory, 17 Copeland’s main concern over most of 
his career was with the “here and now” phase. Three areas in particular occupied 
him extensively: (1) development of an empirical, largely statistical basis for 
economic analysis, especially within the framework of social accounting sys- 
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terns; (2) understanding business cycles, especially the way money and financial 
institutions fit into and contribute to these phenomena; and (3) evaluation of and 
improvement in the way economic institutions organize economic activity in die 
United States. Our focus will be primarily on the first two of these areas as 
reflected in his work on moneyflows. 

At Mitchell’s suggestion, Copeland was invited in 1944 by die National Bu¬ 
reau of Economic Research (NBER) to undertake an exploratory study of 
moneyflows in the United States. The choice was far from casual. Copeland’s 
career to that point made him a logical candidate. With die encouragement of 
Walter Stewart, he had become “intensely interested” in business accounting as a 
graduate student 18 His interest in money and in empirical testing led him in die 
late 1920s to seek to determine the direction of causality in the equation of 
exchange, and this first attempt to define and test empirically the “money cir¬ 
cuit” left him with grave doubts about the usefulness of die equation of exchange 
approach. 19 Employment both before and during World War II, with various 
government agencies responsible for compiling and analyzing economic data 
had afforded Copeland wide knowledge of the kinds and nature of available 
economic statistics, and he had himself contributed to improvements in the con¬ 
ceptualization and presentation of national income accounts. Moreover, Cope¬ 
land was prepared to devote the time required to solve the many intricate 
technical problems involved in the creation of a new social accounting system. 

The exploration of moneyflows represented a high point in Copeland’s career 
in several senses. Not only did it draw upon the extensive knowledge and experi¬ 
ence he had acquired over more than twenty years of practice, the project also 
afforded him an opportunity to conduct a large-scale research operation in accor¬ 
dance with his methodological principles. The published version of his report, A 
Study of Moneyflows in the United States, stands as an example of the way 
Copeland believed economic science ought to be conducted. With the exception 
of a brief summary introduction, the volume opens with the technical explana¬ 
tion of the derivation of the various sectors and sector accounts. The substantive 
analysis of his findings only begins on page 211 and is titled “Some Tentative 
Interpretations.” A third section, on sources and methods, is appended and runs 
in excess of two hundred pages. The structure of the book thus reflects 
Copeland’s commitment to the conduct of empirical studies in such a way that a 
second investigator may replicate the findings. 

Although Copeland’s book may not have been “well packaged” for maxi¬ 
mum professional impact, the Federal Reserve Board was persuaded to con¬ 
tinue die statistical effort, and the moneyflows system is now maintained as the 
flow-of-funds accounts. So the moneyflows system became the fourth and 
youngest of the social accounting systems pioneered in this century; national 
income, balance of payments, input-output, and moneyflows. 20 These systems 
may very well prove to be the most lasting and influential contributions of the 
profession in this century. 
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Our present concern with moneyflows is principally with the way in which 
the study reflected Copeland’s brand of institutionalism and his intellectual con¬ 
cerns as an economist 21 Copeland’s study of moneyflows may be viewed as a 
full-dress, full-scale battle with the equation of exchange, one for which his 
articles of the late 1920s were preliminary skirmishes. The “main money circuit” 
that emerges from die system of moneyflows represents an alternative to die 
equation of exchange as a formulation of the nature and volume of “money 
work” in die economy. Moreover, it leads to a conceptualization of the relation¬ 
ship between adjustments in the ordinary transactions sphere (that is, transactions 
in goods and services plus net transfer flows) and in the financial sphere (that is, 
net funds borrowed or lent) that is antithetical to most versions of the quantity 
theory of money. 

In a broader sense, the system of moneyflows provides an empirical basis for 
conducting analyses of changes in the level of economic activity in terms of 
simultaneous adjustments in ordinary and financial transactions. The accounts 
provide a much richer basis for macroeconomic analysis than Keynes’s single¬ 
asset model could, and they make it possible to explain the way expansions and 
contractions of economic activity are financed and the way money and the bank¬ 
ing system fit into the picture. It is lamentable to note that at this late date our 
most popular macroeconomic textbooks perpetuate misleading, or incorrect, ex¬ 
planations of where “the money comes from” to finance general economic ex¬ 
pansion as well as of “where the money goes” when business contracts—despite 
Copeland’s empirical demonstration of more than forty years ago and an ongo¬ 
ing system of flow-of-funds accounts. 

Economists have tended to view the main money circuit of the economy in 
terms of a hydraulic analogy. For example, an increase in the money stock is 
visualized as an “opening of the spigot,” increasing the flow (of money) to 
nonbank transactors. Implied in this conception are a number of pernicious no¬ 
tions for analyzing moneyflows: (1) that there is a significant lag between a turn 
of die spigot and die receipt of funds; (2) that the relevant money circuit is one in 
which goods flow one way and money the other, (3) that inflation is essentially 
no more than a situation in which “too many dollars are chasing too few goods”; 
(4) that new money can enter the circuit at the discretion (“injection”) of a single 
transactor such as a central bank; and (5) that “hoarding” behavior somehow 
takes cash “out of circulation”—that is, that cash hoards and increases in cash 
hoards are somehow not available to finance the economic activities of others. 22 

The moneyflows accounts reveal that these implications of the hydraulic anal¬ 
ogy, individually or severally, are incorrect and misleading. As an alternative 
that is consistent with his moneyflow accounting measurements, Copeland pro¬ 
poses an electrical-circuit analogy. Money flows more like electricity than like a 
fluid because there are no lags between payment and receipt and because money 
as an asset is inseparable from its existence as an equal dollar debt (e.g., of the 
banking sector taken together with the monetary divisions of the Treasury). And 
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moneyflows transactions always involve a second party, one that ordinarily must 
agree to them. These features all clash with the implications of money conceived 
as a fluid. 23 

Copeland’s own analysis of the causes of cyclical fluctuations and die role of 
banks and the financial system is based on his “Key Features of die Money 
Circuit,” a set of summary statements closely linked to his scheme of accounts. 24 
In diem he comes to focus on the discretion die various sectors have over their 
moneyflows. For example: 

1. Each transactor has some discretion over its ordinary (nonfinancial) expen¬ 
ditures and receipts, especially over its ordinary expenditures. 

2. Each transactor has some discretion over the size and composition of its 
loanfund balance (its financial assets and liabilities) and hence its cash 
balance. This allows transactors to borrow or liquidate financial assets in 
order to vary their ordinary expenditures more or less independendy of 
their ordinary receipts. 

3. The discretion exercised by transactors—both over ordinary moneyflows 
and over loanfund balances—is all mutually conditioning; exchange re¬ 
quires the cooperation of two parties. 

4. The moneyflow account for the banking system is similar to that for other 
sectors; banks have discretion—within limits—to, for example, expand 
their currency and deposit liabilities by acquiring loans and securities. But 
in doing so the discretion of nonbanks is involved in selling the loans and 
securities and acquiring cash. 

A “discretionary hypothesis” relating to the expansion and contraction of 
general economic activity follows immediately from these implications of the 
system of moneyflows. Some transactors are afforded discretion by virtue of 
cash balances or access to loan and security markets to increase or decrease their 
ordinary expenditures, despite the budget constraint imposed by current receipts. 
Copeland labeled those who draw down cash balances and other loanfimds to 
increase spending relative to receipts as “bulls.” “Bears” are defined conversely 
as those who “stint and hoard.” Transactors who neither spend nor stint aggres¬ 
sively are “sheep,” for changes in their ordinary expenditures follow changes in 
their ordinary receipts (as in the consumption function for households). Whether 
aggregate income increases or decreases depends on whether bulls or bears 
predominate, and die behavior of “sheep” helps to explain die cumulative aspect 
of business expansions and contractions. 

Copeland stressed that the volume of transactions in any given period repre¬ 
sents a “readjustment of the previous volume, a readjustment that arises from the 
mutually conditioning choices of bulls, bears, and sheep.” 25 This readjustment 
involves, in Copeland’s view, simultaneous, interacting spheres. One is the 
sphere of ordinary expenditures and receipts; the other involves readjustments in 
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die loan and security markets as well as in flows of (net) funds through financial 
channels. 

In the financial readjustment process (1) lenders and investors in securities 
and (2) borrowers, issuers of securities, and those who wish to liquidate portfo¬ 
lios, must get together on terms. Banks’ ordinary expenditures and receipts are a 
negligible factor, but banks may influence the spending plans of others in the 
capacity of financial intermediaries. The discretion of the banking sector is 
asymmetrical in that banks may call or refuse new loans on their own, but 
borrowers or security sellers are required in order to expand bank credit 

Copeland’s discretionary hypothesis, then, attributes the main motive force in 
business fluctuations to variations in aggregate demand. Asymmetry in die dis¬ 
cretion over transactions of the various parties provides an institutional and 
empirical foundation for understanding that aggregate supply and aggregate de¬ 
mand are not coordinate in the short (cyclical) run. The discretionary hypothesis 
supports fully die neglect of aggregate supply in Keynes’s General Theory, the 
neglect that neo-Keynesians have tried so hard to remedy. 

Copeland once described Keynes’s General Theory as “an expurgated ver¬ 
sion” of Mitchell’s theory of business cycles. 26 The system of moneyflows ac¬ 
counts allows for a revised, unexpurgated version of the theory, one that accords 
priority to no sector a priori and one that analyzes simultaneously the interre¬ 
lated changes in ordinary and in financial transactions. The understanding that 
emerges emphasizes the primacy of aggregate demand and the importance of 
money and other pecuniary institutions for explanations of business fluctuations 
in our kind of economy. 

Copeland’s Impact on Economics 

The establishment of moneyflows as quarterly flow-of-funds accounts represented 
a widening of the empirical, social-accounting basis of contemporary economic 
analysis, and this may well turn out to have been Copeland’s most important and 
lasting contribution to die profession from the standpoint of orthodoxy. 

Although his discretionary hypothesis seems to underlie much of current busi¬ 
ness forecasting and the type of advice the Congress and the President receive 
from their economic advisers (other than the monetarists, of course), it is obvious 
at the same time that formal reasoning about business fluctuations has been 
dominated by much more abstract models. The thrust toward the creation of a 
macromodel based squarely on social-accounting equations and fitted behavioral 
equations, to which Copeland’s discretionary hypothesis pointed, has been 
blunted in recent years. 

In fact, a new kind of division of labor seems to have developed between 
those who seek to make empirical forecasts of aggregate economic activity and 
those who seek to build neat, deterministic macromodels in which economic 
behavior is specified in terms of utility and profit maximization and in which 
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coordinate demand and supply submodels are assumed in the determination of 
the level of income and employment. These latter models tend to be more con¬ 
cerned with Walras’s Law than with social-accounting equations. Copeland’s 
discretionary hypothesis has not been found wanting as a construct Rather, it 
simply has not succeeded in the competition for the minds of academic 
macromodel ists who continue die quest for determinism and mathematical preci¬ 
sion and prefer conventional supply and demand analysis. 

That Copeland was not unaware of these trends at the time he proposed the 
discretionary hypothesis is plain from a series of lectures he gave in India in 
1951 tided ’The Keynesian Reformation.” 27 From the tide alone it is clear that 
Copeland intended the essays as a corrective to Klein’s The Keynesian Revolu¬ 
tion . M Copeland does praise Keynes in these lectures, particularly his handling 
of time and expectations, his implicit definition of equilibrium as a concept not 
requiring die clearing of all markets, and the push he gave toward including 
more exogenous variables in economic models. However, as Copeland has 
pointed out elsewhere, one clear effect of Keynes’s General Theory was to 
dampen institutionalist criticism of neoclassical model-building. 29 In this sense 
the effect was counterrevolutionary, and the changes Keynes introduced repre¬ 
sented modifications of neoclassicism, not its rejection. Hence “reformation” is 
more descriptive than “revolution.” Even this more modest appraisal may turn 
out to be an overstatement. In the late 1950s Copeland frequently suggested in 
his graduate courses at Cornell University that Keynes “was being brought back 
into the neoclassical church.” If popular intermediate macroeconomics texts pro¬ 
vide a reasonable test, the process is essentially complete today. 

So Copeland’s discretionary hypothesis, unlike moneyflows as a social-ac¬ 
counting system, did not “sell” to the profession as a whole. Given a strong and 
continuing conservative trend in the profession, it was inevitable that Copeland’s 
conception of the way economic theory ought to be formulated would not square 
with the preferences of mainstream economists. If Copeland has not made a 
substantial dent in economic theory proper, then, the reason may well be that 
orthodox economics refuses to subscribe to the methods of a scientific econom¬ 
ics as Copeland saw them. Moreover, the kinds of theory that do emerge from 
Copeland’s scientific stance must seem to the orthodox “to be lacking logical 
precision; certainly they smack of ‘imperfect approximation.’ ” 30 

Copeland’s approach was to adhere closely to the natural science point of 
view—that is, to insist on die use of observable variables, operational defini¬ 
tions, and other scientific procedures. This unrelenting stance put Copeland at 
variance with certain other branches of institutionalism quite as much as with 
standard economic theory. Students of Copeland will recall that his seminars 
were “Socratic” in the extreme. He never, to my knowledge, agreed “to explain” 
an economic concept. He merely asked questions, questions that, to be sure, 
probed deeply and critically into the received theory, questions that some of us 
are still trying to answer. Copeland did not believe in answering his own ques- 
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tions for us, presumably because he expected students to have die same confi¬ 
dence in their own mental powers that he felt in his and because he believed in 
die importance of having his students arrive at conclusions independendy—in 
the importance of avoiding mere recitation of dogma. 
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_ 5 

John C. Dawson 

Copeland as Social Accountant 

( 1991 ) 


One of Morris Copeland’s significant but less well-known roles was his contri¬ 
bution to the development of social accounting. I have in mind not his particular 
invention of the moneyflows accounts, 1 or flow-of-funds accounts as we now 
call diem, but rather the general application of business accounting methods to 
aggregative economic measurement. What concerns me here is how Copeland 
became interested in business accountancy, how this knowledge affected his 
approach to aggregative statistics, and, in turn, how our conception of such 
measurement may have been influenced. These are my subjects of exploration. 

Years ago when I was Copeland’s graduate student at Cornell, he told me he had 
asked his undergraduate teacher at Amherst, Walter W. Stewart, what he should 
learn as a graduate student. Stewart had replied, “See if you can learn the differ¬ 
ence between a debit and a credit.” I believe this story to be significant: We have 
Copeland’s testimony that he was persuaded by Stewart; he became intensely 
interested in accounting in graduate school. 2 

So who was this man, Walter Stewart, who, Copeland says, probably influ¬ 
enced his thinking more than he was clearly aware of. Stewart was not a publish¬ 
ing economist; he worked behind the scenes, as an adviser in government circles. 
But in this role he was very distinguished indeed. 3 

I cannot resist mentioning some high points in Stewart’s later career. Stewart 
developed the first indexes of U.S. industrial production, published in 1921. He 
directed the Division of Research and Statistics at die Federal Reserve Board and 
wrote the famous 1923 Annual Report, which established monetary policy 
guidelines for many years. In 1928 he became the first economic adviser to the 
Bank of England. In later years he served on Eisenhower’s Council of Economic 
Advisers and as chairman of the board of the Rockefeller Foundation. Not bad. 


From John C. Dawson, “Copeland on Social Accounting.” Unpublished paper prepared 
for the annual meeting of the American Statistical Association, 1991. 
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But for Morris Copeland, Walter Stewart was his undergraduate economics pro¬ 
fessor at Amherst. 

Stewart’s own formative years may well have been as a graduate student at 
Michigan in 1911—12. There he became persuaded by the strongly heterodox 
views of Henry Carter A dams in economics and Charles H. Cooley in sociol¬ 
ogy. 4 Stewart also fell in with Walton Hamilton and David Friday, fellow gradu¬ 
ate students who were thinking along similar lines. Michigan at this time seems 
to have been a creative hotbed of institutional economics. And these views 
coalesced in a remarkably able group of graduate students. 

These institutionalists first of all agreed upon the rejection of “value theory” 
as the central core of economics and rejected its broadly laissez-faire im¬ 
plications. But they had a positive program as well. They had a strong focus on 
contemporary practical problems—problems of working conditions and unions, 
of railroad rates and industrial control, of corporations and property. They had an 
especially strong empirical and statistical bent. Further, the economy was to be 
seen as developing, as “in process,” as influenced by the evolution of particular 
human institutions. Finally, economics needed to make itself congenial with 
related disciplines such as psychology, sociology, and the law. I list these planks 
in the institutionalist platform to suggest a context in which it was quite natural 
for Stewart to urge the study of accounting on his student, for this context was 
the economic philosophy to which Copeland was exposed at Amherst, both by 
Stewart and his senior colleague Walton Hamilton. 

Accountancy had had a very significant place in the economics of the Michi¬ 
gan group. Earlier in his career, Henry Carter Adams had been chief statistician 
for the Interstate Commerce Commission. There he designed and championed a 
standard accounting system for the railroads. For him, accounting was to be the 
very instrument of social control. 5 Later, at Michigan, Adams persuaded his 
student Friday of this view. And Friday later pioneered in the use of accountancy 
as an investigative tool for problems in taxation, public utilities, and monetary 
affairs. We can, I think, infer that Stewart had absorbed this point of view toward 
the field and in turn passed it on to Copeland. A proper empirical economist 
needed to know accounting. 

Copeland moved on to Chicago for graduate economics study in 1918. There 
he worked under J.M. Clark, who had himself been strongly influenced by the 
Michigan group as well as by Veblen, Hobson, and Mitchell. So here was an¬ 
other sort of institutionalist conditioning. 6 And we must remember that Chicago 
was Veblen’s milieu. Clark later asserted with regard to Veblen that he “may be 
taken as the largest personal impulse behind the modem critical movements.” 7 
Suffice it say here that after a thesis for Clark on institutional value theory, 
Copeland emerged as an “unreconstructed institutionalist.” 8 

But to return to our theme, we recall that Clark’s scholarly focus in these 
years was the economics of overhead costs, with special reference to railroads 
and public utilities. 9 No doubt Copeland’s budding interest in accountancy was 
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further stimulated by Clark’s concern with business cost accounting and its uses 
for economics. 

Our answer, then, as to why Copeland became so interested in accounting is 
largely a circumstantial one. We do not have testimony as to why Stewart urged 
its study upon Copeland. But the doctrines professed by Copeland’s teachers 
make die idea a very congenial one. Here was an economic institution central to 
our type of economic organization. Here was an adjacent field closely related to 
the empirical understanding of business problems. It would repay study—as it 
does today. Copeland’s first published article—in 1920—was a study of die 
accounting intricacies of financial budget-making and administration. 10 

I turn now to the task of tracing die influence of accounting on Copeland’s 
approach to macroeconomic measurement. During Copeland’s early research in 
the 1920s, this influence was largely dormant. His empirical instincts, however, 
were later to respond to the major outpouring of new economic statistics follow¬ 
ing World War I. 

This outpouring of new economic time series for the United States was a 
remarkable one. The organization of business cycle data by Mitchell just prior to 
World War I must have been a major influence. The war itself—with the neces¬ 
sity for war production planning and price controls—pointed up our data short¬ 
ages and the need for improved statistical organization. And I would add the 
major force of the empirical bent of the young institutionalists. Whatever the 
causes, we see between 1919 and 1922 the first presentation of balance of pay¬ 
ments data, the wholesale and consumer price indexes, the industrial production 
index, data on employment and payrolls, new construction contracts, and our 
first estimates for national income—to name only high points." As I say, a truly 
remarkable effort. Economists seemed willing to devote their energies to actually 
developing new statistical facts about die economy. 

Copeland spent the early years of the twenties—he was at Cornell from 1922 to 
1927—largely in rounding out his studies in institutionalist theory, including excur¬ 
sions into philosophy and psychology. But in 1927 he moved to the Research 
Division of the Federal Reserve Board and there his empirical interests came to the 
fore. He completed a statistical exploration of Fisher’s equation of exchange, his first 
monetary analysis. 12 He also made his first detailed acquaintance with national 
income data and its analysis. 13 However, in neither of these explorations do we find 
any significant use of accounting methodology or techniques. 

So up to this point—say, around 1930—the business accountancy that Cope¬ 
land had studied as a graduate student had been dormant in his scholarly work. 
But this was about to change, for during the 1930s Copeland published a series 
of articles on national wealth and income that placed heavy emphasis on their 
relation to business accountancy. 14 These pieces dealt with defining national 
income and related concepts in the context of the statistical task of measuring 
them. For Copeland, these two tasks were inseparable. In my view, these articles 
mark the modem beginnings of the subject of social accounting. 



96 ORIGIN AND EVOLUTION 


In speculating about Copeland’s newfound uses for accounting, it may be 
helpful to remind ourselves of two precedents of which he was well aware. It 
was Adam Smith, of course, who first made use of the business income state¬ 
ment in defining aggregate production and in inventing the circular flow of 
income. 13 I can recall as a graduate student Copeland wondering out loud how 
Smith—this lecturer in literature and moral philosophy—how Smith had come 
by his accounting. 

A second major connection was Irving Fisher. We think of Irving Fisher in 
terms of the equation of exchange. But a second and more fundamental aspect of 
Fisher’s economics was his conceptual sketch of capital and income as these key 
economic concepts relate to business accounting. 16 And Fisher goes on to show 
that social capital and social income are to be obtained by accounting consolida¬ 
tion of balance sheets and income statements. These roots are suggestive that the 
subject matter of national income will lend itself to accounting analogues. 

What Copeland discovered was that national income problems can be thought 
about most clearly if they are formulated in accounting terms. In addition to 
offering clarity in formulating the conceptual issues involved, the accounting 
approach put die analysis into immediate contact with the problems of measure¬ 
ment, since the statistical raw materials consisted primarily of accounting re¬ 
cords. In two of the three key articles, Copeland begins his discussion by first 
laying out pro forma balancing accounts. He then moves into the conceptual or 
measurement problems, using die social accounting framework. 

It is not possible here to consider the many issues raised in die articles I refer 
to. Nevertheless, since I view these pieces as the birth of modem social account¬ 
ing, I do wish to briefly characterize their approach. First, statements of social 
wealth and social income are close analogues of the individual balance sheet and 
the income statement. They portray society in terms of double-entry bookkeep¬ 
ing. They are used to appraise performance as well as to describe operation. 
Social income and social wealth are to be made objective concepts by specifying 
their method of measurement. 

Following Adam Smith, society is conceived of as divided into two sectors: 
(1) the producing organization and (2) die ultimate sector. A key method of 
estimating consolidates income statements of all producing organizations accord¬ 
ing to the net value product method. The aggregative estimates can often be 
checked against one another by accounting techniques that match various con¬ 
ceptually equal totals of debits and credits. Solutions to the conceptual problems 
in die area must be such as to leave die system consistent from the accounting 
viewpoint 

In rereading these pieces, I became uncomfortably aware that “technical” 
does not necessarily mean “highly mathematical.” The questions of whether 
“book additions to surplus” should be included in national income, or whether it 
should be on a cash or accrual basis, or how the physical increment to invento¬ 
ries should be valued, as these questions are there pursued, require considerable 
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sophistication in both statistics and accounting. I wonder how many of today’s 
national income data users are aware of how these controversies turned out—that 
is, how many really understand die data they now use. 

It would be difficult to determine objectively the influence Copeland’s ac¬ 
counting emphasis had on subsequent developments in national income and 
product accounting. A great deal of what happened must have related to the early 
Income and Wealth Conference discussions and the movement of the Commerce 
Department into the estimating. But we note that during the late 1930s, Copeland 
was executive secretary of the Federal Central Statistical Board. His influence 
may well have been felt In volume one of Studies in Income and Wealth, we 
find die keynote section, “Concepts of National Income,” authored by Copeland. 
His keen but constructive controversies with Simon Kuznets are evident in this 
volume. We do know that later in 1947, when Richard Stone presented his 
national income design to the United Nations—die design that essentially be¬ 
came the United Nations’ Standard National Accounts System—he stated, “this 
report approaches the study of national income from the point of view of social 
accounting.” To demonstrate what this means, he refers to the Copeland articles 
we have been discussing. 17 

We come now to a look at Copeland’s application of accounting to the area of 
moneyflows. Although he began putting money circuit measurements into social 
accounting terms in the 1930s, it was more than a decade later before he began 
estimates along the lines of the moneyflows study. So we are focused on the 
1935-45 period in his thinking. 

This same decade was, we may recall, a decade of great strides in national 
income and product accounting. Broadly, we may characterize this progress as 
the development of sector accounts, i.e., separate balancing accounts for the 
major GNP buying/income receiving sectors. This disaggregation of the “ulti¬ 
mate” sector account accompanied the Keynesian emphasis on the components 
of aggregate demand as the key determinants of the total product and income. 
Thus the new sector accounts quickly became the focus of aggregative eco¬ 
nomic analysis. 

Copeland was, of course, in close contact with the national income and 
product developments of these years. But his own path in creating the 
moneyflows system was separate and unique. What was involved in his own 
“social accounting approach” to moneyflows? 

First, his new approach involved an emphatic rejection of the equation of 
exchange framework or, as he came to refer to it, the hydraulic analogy. 18 This 
involved a basic change in his view of the transaction. The equation of exchange, 
like our common sense, makes a categorical distinction between (1) flows of 
goods and services and (2) the counterflow of money. But in measuring these 
flows we observe that both types of flow are accounting debits and credits. 
Merchandise purchases turn out to be just as much a moneyflow as cash dis¬ 
bursements. So die observation of moneyflows comes down to observing both 
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aspects of the transaction as they might be recorded in the books of the transactor. 
Transactor accounting and die observation of moneyflows are thus inseparable. 

Second, moneyflows involve two transactors. Each transactor has a simulta¬ 
neous debit and credit. There are two key implications of this quadruple-entry 
concept For one thing, it brings Copeland directly to die necessity of having 
groups of transactors to record moneyflows. So sector accounts become a key 
feature of the moneyflow accounts as they are in the national income accounts. 
But in addition, he comes to use a standard classification scheme for types of 
transactions. For any given transaction type (e.g., payrolls), the debits must 
equal the credits for die sum of all sectors—that is, die system becomes a 
matrix of balancing cross and down totals. This innovation is of first-class 
significance in the design of social accounting systems; technically it puts the 
moneyflows accounts substantially ahead of die national income and product 
accounts at this stage. 19 

Now, Copeland, unlike national income accountants, was assembling sector 
accounts with an analysis of moneyflows as the end in view. This meant, of 
course, that cash balances needed to be represented in the account. But his 
accounting conception of moneyflows forced him to conclude that cash balances 
are not the only balances that transactors use to do “money work”—that is, to 
cushion the time differences in their patterns of ordinary receipts and expendi¬ 
tures. 20 Trade credit is used much of the time for this purpose, as are other 
financial balances. So he was driven to die inclusion of the whole array of credit 
instruments in his system of accounts. In his book, Copeland refers to a kind of 
suppression of the financial element, both in national income and product ac¬ 
counting and in Keynes’s General Theory. 2X The financial market facts are not 
directly represented. Such was not the case in his own design of aggregative 
national accounts. 

With these preliminary remarks, let us now proceed to the type of social 
account that Copeland uses in the moneyflow system. As he states, “Because 
moneyflows arise out of transactions of individual transactors, they lend them¬ 
selves to presentation in financial statement form.” 22 His moneyflow statement 
was adapted from the sources and applications of funds statement of business 
accounting. Copeland once described this statement to me as a “grossed-up 
statement of balance sheet increments.” The “grossing up” refers primarily to the 
idea of expanding die retained earnings increment so as to include in the state¬ 
ment any desired level of revenue and expense detail. These data are rearranged 
and technically adjusted so that the financial statement for each sector shows 
general receipts and expenditures for some thirteen types of nonfmancial transac¬ 
tions, and a fourteenth labeled “net loanfunds obtained or placed.” This financ¬ 
ing flow item is derived from the net increment to all of die sector’s finan cial 
assets and liabilities for which details are presented in the statement as well. The 
moneyflow system consists of eleven such standard sector accounts. 

Although these social accounts are analogous to the firm’s sources and appli- 
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cations of funds statements, they have an entirely different analytical focus. 
Copeland intended his system to provide the data needed for a general, aggrega¬ 
tive moneyflow analysis of the economic system, an analysis economists might 
associate with general equilibrium theory. However, he realized that an aggrega¬ 
tive analysis would have to be tied in with die national income and product 
accounts. And he did so, providing condensed sector accounts that each contain a 
GNP expenditures item. And these accounts, in turn, he used in a trial analysis of 
die relationship of moneyflows to business fluctuations, with particular emphasis 
on the related financial market adjustments and die role played by banks. But I 
cannot pursue this important work here. 

The great achievement was that, as Reifler says, Copeland had “pulled it 
off”—he had assembled estimates for this complex system. The moneyflow 
accounts were first reported on in May 1947—somewhat before the first publica¬ 
tion by the Commerce Department of the national income accounts. 23 

These moneyflow accounts, in my view, were pre-eminent achievements in 
social accounting for two key reasons: (1) They were organized in matrix form— 
with balancing transaction type as well as balancing sector accounts. This format 
is important both from the viewpoint of estimation and of analytical power. (2) 
The system not only deals explicitly with flows in all the financial instruments 
but also covers the territory of the national income and product accounts as well. 
It provides a social accounting framework to relate market developments in 
financial markets with those in the goods and services markets—a key task of 
aggregative economic analysis. 

In this selective survey of his career, we have seen that Morris Copeland 
was greatly influenced by the winds of institutionalism that were sweeping 
through economics during his formative years at Amherst and Chicago. In 
particular, he was fired to master the adjoining field of accounting. Then as 
his interest in aggregative economic measurement came to the fore during the 
1930s and 1940s, he increasingly resorted to accounting analogues and ac¬ 
counting techniques as he and his national income and wealth colleagues 
grappled with conceptual and measurement problems. One outcome was the 
beginning of social accounting—of the formulation of national income and 
product conventions in terms of balancing accounting statements and in con¬ 
sistent accounting terms. Then he turned in the 1940s to his own path, to a 
new borrowing from the accounting field in the creation of a new set of social 
accounts specially constructed to include the analysis of the operation of the 
financial system. 

Looking at the whole, I believe economics benefited much from 
Copeland’s cross-fertilization from a related field. Yet curiously I sense that 
many of today’s social accountants pay scant attention to the accounting 
nature of their discipline. Perhaps we should still be listening, as did Morris 
Copeland, to Walter Stewart’s voice urging us to “learn the difference be¬ 
tween a debit and a credit.” 
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With this paper we move away from the personal history of Morris Copeland 
hims elf and look instead at the later life of the moneyflows system that he 
described in his 1952 National Bureau publication and that is his best-known 
work. Copeland’s work had had strong Federal Reserve support from Winfield 
Riefler, who wrote an introduction to Copeland’s Moneyflows, and from Ralph 
Young, then director of the Division of Research and Statistics at the Federal 
Reserve. Copeland had done the actual statistical work for his book, in the later 
1940s, in office space of the Federal Reserve Board that had been donated to the 
project by the Board. When that work was largely completed and Copeland was 
ready to move on to the publication stage of his project, there was in Washington 
a passing on of the torch, so to speak, when the Fed decided to absorb into its 
own Research and Statistics Division the staff that Copeland had put together for 
his work and to continue the moneyflow work as a current and ongoing activity. 
Copeland had in effect used National Bureau seed money to insert an economic 
statistics operation into a Washington policy-making institution, and it has con¬ 
tinued at die Fed for more than forty years since then. 

The first ten or twelve years of that time were undoubtedly the most difficult 
for Fed management, and Ralph Young is to be singled out for a special award 
for having the patience of Job throughout the 1950s. During those years his 
moneyflows staff was groping from one level to the next to supply a coherent 
story in the group’s own terms for policy makers in financial markets, and there 
were continual changes in form of numbers, analytic focus, and estimates, and in 
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the course of these changes during the 1950s the system was gradually trans¬ 
formed from Copeland’s moneyflows structure to something that connects differ¬ 
ently to other statistical systems and differs in analytic approach. It was not clear 
what Copeland thought of these transformations, but I cannot believe that he 
approved of all of them. 

In the first five or six years after Copeland, the Fed’s moneyflows group was 
headed by Dan Brill, who had been Copeland’s principal assistant in his statisti¬ 
cal work. During those years the Fed’s version of moneyflows went through 
certain changes of form to fit the staffs view of financial markets more closely, 
but the accounts stayed close to the main Copeland idea, particularly in including 
only actual, arm’s-length transactions between separate parties, both nonfinan- 
cial and financial. This requirement meant consolidated statements for govern¬ 
ments, banking, and business, and it meant excluding from the system all of the 
imputed items that are created in income-and-product accounting to gather into 
the totals forms of production and income that are not reflected in transactions. It 
also meant excluding claims on life insurance reserves and pension reserves and 
a variety of accruals that accountants write into company books. 

The imputation list in income and product accounts is long. Nowadays it is 
spelled out in each year’s July Survey of Current Business NIP A revisions as 
Table 8.9, but in the 1950s it was never so neatly summarized in one place. In 
the early Fed work, as in Copeland’s, a very sizable part of the compilation work 
went into developing methods to divide among sectors the imputations that are in 
source data on.nonfinancial transactions so they might be removed. Under Brill 
during 1952 and 1953 the group was active in short-term projections for Board 
purposes—in spelling out, that is, the financial market consequences of income- 
and-product projections for one or two years ahead—and here again a great deal 
of the projection work went into expunging imputations from the nonfinancial 
projections that were the start of the exercises. 

Once the projections had been put onto a transactions basis, the financings 
were worked out in full matrix constraint, where each sector’s receipts were 
required to equal its outlays and where for each type of transaction receipts were 
similarly forced to equal outlays. These projections may have been the first full 
macro outlooks anywhere in market economies that conformed to such a double 
constraint of sector and transaction account balances. These days flow-of-funds 
projections are common enough in many countries, and they are done at the Fed 
about eight times a year, but in 1952 a single one-year matrix of outlook con¬ 
sumed many large sheets of paper and many late-night hours of work, and it was 
a major program of several weeks. 

Brill’s group also produced in 1953 an innovative study of the growth of U.S. 
private debt since 1945. It reads strangely now, because the Fed was then al¬ 
ready viewing with alarm the debt growth trends that were emerging from the 
1940s and that would keep going far into the 1960s without raising serious 
problems. Those were the trends that by the 1970s had seemed to establish 
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settled relations to GNP activity but that woe blown away completely by 1980s 
debt financing. The important point here is that die 1953 work was in stocks as 
well as in flows and in a variety of data sources and concepts. It was plain that 
Brill had already established his moneyflow group at die Fed in broad-scale 
financ ial analysis of a variety of forms and uses. 

In 1955 the moneyflows work at the Fed came to a close of this first phase 
with publication of a full set of accounts, by sector and transaction type, in 
stocks and flows, with extensive derivation tables showing adjustments for 
sectoring, imputation allowance, and valuation effects. That book showed the 
structure changes die Fed had made from Copeland, and it covered 1939-53, a 
more recent period than Copeland’s. It also inaugurated the change of name 
from “moneyflows” to “flow-of-funds” to get away from the confusion with 
money stock movements that bothered many readers of Copeland and to use 
instead a term common in business accounting. “Flow-of-fimds” became the 
term that die accounts have been known by since then in the United States and 
in several other countries. 

That 1955 volume, and Copeland’s Moneyflows that it descended from, were 
part of a set of social accounting precursors for the United States that appeared 
within a few years of one another in die early 1950s. The others in the set were 
Raymond Goldsmith’s three-volume Study of Saving in the United States (1955), 
an enormously detailed work financed by the Life Insurance Association, and 
Individuals' Saving (1954) by Irwin Friend with Vito Natrella, which described 
SEC procedures for current measurement of saving. In spite of their tides, both 
Goldsmith's and Friend’s works were measuring capital transactions, not income 
less consumption, and in capital account die four publications were covering 
very much the same conceptual and statistical ground, even though they had very 
separate purposes. 

There was much interaction: Copeland mentioned Goldsmith in his preface, 
Goldsmith mentioned Copeland in his, and Brill mentioned both Goldsmith and 
the SEC work in his debt study. There were nevertheless a great many differ¬ 
ences among die four in structure, definitions, and measurement, and comparing 
one with another could take hours or days, even with the very ample notes that 
came with each of them. 

For the United States, these were all, as I say, precursors of something else. 
At the time the outstanding distinction that could be seen between Copeland-Fed 
on the one hand and Goldsmith-Friend on the other was that the flow-of-funds 
system explicitly included nonfinancial transactions in the statistical structure in 
direct articulation with financial flows and stocks. For development of social 
accounts and macroeconomics this was a major step toward forms that appeared 
in later systems. 

The movement toward systematized financial accounts at the macro level 
surfaced on the world level at the IMF’s 1956 annual meeting, where there was a 
session on financial accounting around the world. The U.S. flow-of-funds ac- 
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counts were featured there, but the session also included an extraordinary taxon¬ 
omy compiled by the Fund’s Graeme Dorrance, a listing of national financial 
statistics on a worldwide basis that was unmatched for years to come except by 
his own later modifications. Also in 1957 there was a session at the December 
AEA meetings on flow-of-funds analysis, a subject that was continually raised in 
those days, usually in a quizzical tone by baffled economists. The two papers at 
the session were given by John Dawson and me, but I don’t know how much we 
accomplished for the subject. 

Meanwhile, back at die Fed, major changes were proceeding. After the 1955 
flow-of-funds publication there was growing demand on the flow-of-funds group 
for a quarterly form of die accounts: Management wanted something that could be 
much mote timely and current for Board purposes than a set of annual accounts 
that required most of a year to put together. By this time Dan Brill had left die 
flow-of-funds group to move on to other stages of his career. He was at die Fed 
for another fifteen years, concluding as Director of Research and Statistics. He 
always stayed in touch with this first of his Fed activities, but he also had many 
other things to do. (Later he completed his government career as an Assistant 
Secretary of the Treasury during the Carter administration.) From 1954 until 1961 
Stanley Sigel was in charge of die flow-of-funds work, and it was under Sigel that 
the major changes began in flow-of-funds structure and practice at the Fed. 

Developing quarterly accounts was the principal flow-of-funds activity at the 
Fed until August 1959, when the new system was published in the Federal 
Reserve Bulletin. The quarterlies included major and irreversible changes in the 
form of the Fed’s system that pushed it much closer to the mainstream of 
macroanalysis and social accounting, and one could begin to see the relation here 
to Richard Stone’s capital and reserve accounts that were in his landmark memo 
of 1947. It is these changes, more than those that followed, that may have let 
Copeland feel that moneyflows analysis had been lost somewhere along the way. 

The changes were forced partly by practical considerations, because a great 
deal of the nonfmancial detail on imputations and forms of spending and receipts 
existed only on an annual basis. In those precomputer days the conversion of 
annual imputations into quarterly series was far too time-consuming to be a 
realistic possibility. This had a major effect on the form of nonfmancial transac¬ 
tions in die system: Gone were accounts for wages paid and received by sector, 
for interest paid and received by sector, and so forth. Instead there were state¬ 
ments of consumer income and consumption, business profits and investment, 
and the like that were based directly on NIP A aggregates in published quarterly 
form and that differed in structure from sector to sector. This meant no homoge¬ 
neity across sectors in nonfmancial activity above the level of saving and capital 
formation, and as a result it meant that die flow-of-funds matrix—the defining 
form of flow-of-funds analysis—became very much truncated in its nonfinan- 
cial sections. 

This led directly to a form of matrix and of sector analysis in which the totals 
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of saving and investment are pivotal, where, that is, for each sector the total of 
net current receipts equals, in a statistically perfect world, the total of capital 
formation and net financial investment. The identity here can be stated in several 
ways, just as the equation of exchange can, but the form that appeared in 1959 
with the quarterly accounts—saving equals investment—is the one that brings 
flow-of-funds statistics directly into the social account structure that Stone de¬ 
scribed in 1947. 

This is broadly the form that the accounts have had ever since 1959. At that 
time it raised major questions about integrating die accounts with NIP As, and the 
first steps toward integration were hesitant: Accruals of life insurance reserves 
and pension fund reserves were brought into saving in a gingerly fashion as 
saving and as investment, and capital consumption began to appear as a compo¬ 
nent of gross saving. Tax accruals, on the other hand, were still omitted. It was 
not until 1965 that another set of changes was introduced into nonfmancial 
accounts that essentially integrated the accounts with the NIP As. Some people 
contend that they are still not fully integrated, but the problem is in the meaning 
of “integrate.” Flow-of-funds does show a variety of nonfmancial combinations 
in sector statements, some to reorganize BEA structures into forms that make 
financial analysis easier. The system adheres closely to the NIPA concepts of 
saving and investment, though, and the few variances in the matrix definitions 
are plainly spelled out in sector statements. The major one of these is treatment 
of consumer durables as a capital outlay by the household sector. Even in its 
almost-integrated form, however, flow-of-funds accounts show their moneyflow 
ancestry in a touchiness about some kinds of NIPA treatment, particularly the 
balance of payments entries for retained earnings on direct investment that are in 
both current-account balance and in capital account. 

So the 1959 quarterly accounts were the genesis of the transformed flow-of- 
funds system. Depending on viewpoint, the new structure either incorporated 
income and product accounts and balance of payments statements as subsystems 
of the main structure, or alternatively it was simply an extension of die NIPA 
capital account into detail for domestic sectors and for forms of financial flow. 
For Jacob Cohen, who in 1972 did a major and important review of moneyflow 
work since 1947, “the breadth of Copeland’s moneyflows has been substantially 
narrowed in the hands of the Federal Reserve and foreign account-makers.” For 
Cohen the moneyflows concept should be die governing principle in social ac¬ 
counts, with extensive to-whom/ffom-whom information, and other forms of 
system would be abstracts from the moneyflow source. 

Graeme Dorrance had a different view in his 1978 book on financial analysis 
at the macro level. For him the newer system was misnamed as flow-of-funds, 
since it shows only net changes in asset and liability positions, not transactions. 
Dorrance saw financial transactions as mainly a congeries of stock adjustments 
activities by the participants in markets, and held therefore that the net changes 
in positions that are in the accounts are die a ppropriate form of information for 
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financial work when put up against relevant income and product transactions. 

Just three months after the quarterly accounts were published in 1959, the 
Income and Wealth Conference had a session titled “The Flow of Funds Ap¬ 
proach to Social Accounting,” and the papers in that session had a mixed relation 
to the new account structure. Copeland hims elf gave a paper at the meeting that 
showed in four different areas some analytic uses that flow-of-funds accounts 
could serve, using mainly the last moneyflow form of Fed numbers from the 
1955 publication. For a consumer demand model he combined nonfinancial 
items into, in his words, “what the Federal Reserve Board calls the ‘current 
surplus,’ ” so he was certainly trying out the new forms for his illustrations. 

The 1959 Income and Wealth Conference was important in several ways, but 
as a whole it was remote from stock-adjustment views of f inan cial flows of the 
form that Dorrance took for granted. Thirty years after that conference, the 
absence of stock relationships in the meeting seems strange, although I cannot 
remember my own attitude on the subject as of then. Over ihe 1960s stock 
adjustments took over as an analytic approach to financial flows for most pur¬ 
poses, perhaps led by attention to lifetime saving hypotheses by Modigliani and 
others and by the Brainard-Tobin work in their “Pitfalls” paper. 

In my own work on projections at the Federal Reserve during die 1960s I 
became increasingly aware of stock relationships in working out a balanced 
oudook. On the one hand, financial flows integrate with nonfinancial flows to 
balance out transaction credits and debits for an individual, a company, a govern¬ 
ment, a sector, or a country. On the other hand, financial flows change the stocks 
of claims held by and against any group, and if those stocks are not on a random 
walk relative to income and spending, then the constraints on financial flows 
come from stock ratio preferences for assets and debts as well as from nonfinan¬ 
cial transactions, and the double relation is not easy to model. 

The effects were particularly striking in longer-term financial projections— 
ten years or more—that both John Dawson and I worked out at various times at 
the Fed. Here the effects of projected financial flows on stocks of assets and 
debts can be astonishing, even when balanced with income and product. Both the 
totals of assets and debts and their structure can go to extreme ranges as the 
result of projected flows that seem reasonable enough, and when that happens, 
one needs to worry about carrying costs of those positions, risk-return relation¬ 
ships, and customary practice of lenders. Over die 1970s considerations like 
these were built into both short- and long-run outlooks, and they were valuable 
guides over the period. Financial flows could be seen to have an accelerator 
relation to nonfinancial activity that was parallel to the inventory accelerator and 
more reliable. Financial flows seemed to lead GNP fluctuations, but in the end 
they were evidently maintaining stocks in step with GNP. This was the time 
when Ben Friedman at Harvard was discovering that debt of nonfinancial sectors 
had a remarkably stable relation to GNP over sixty years, even when the struc¬ 
ture of debt was changing drastically. It was also when Henry Kaufman started 
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mentioning stability of the “debt proxy,” which is actually financial assets of 
private nonfinancial sectors. 

But then came the 1980s. In 1981 Congress voted a tax reduction, and in 1982 
Federal borrowing built up dramatically on top of a rate of private borrowing that 
showed no signs of a crowding-out effect. Although for die next few years the 
universal view was that real interest rates were too high in the United States, the 
leveraged-buyout and takeover activity of the decade chose to retire S500 billion 
of business equities using several forms of borrowing, while consumer credit and 
commercial mortgages went skyward together with Federal borrowing. Along 
with these changes came extraordinary changes in forms and amounts of inter¬ 
mediation. The effect was that by the mid-1980s stock-flows relations in the data 
were in disarray: Demand for debt and for financial assets had gone into new 
territory, and there seemed to be no guidelines in the past about what would 
happen next. Some people, thinking in nonfinancial Keynesian rules, thought tire 
Federal deficits and the balance of payments deficits were surely sustainable into 
an indefinite future, evidently not noticing the debt buildups and the carrying 
costs that were prospective current-account effects of die borrowing. 

The mortgage debt from the 1980s turns out to have been sour indeed, and it 
is slowly being converted into even more Federal debt to the extent that the 
credit came from insured intermediaries. It is not clear now how much more 
damage there will be from the mortgage problem for lenders and the Federal 
budget, and it is also not clear whether the business takeover financing will 
become dangerous. And we certainly have no knowledge, finally, of whether 
stock-flow ratios will ever tend back toward pre-1980 levels. 

The point in mentioning the 1980s here is that although flow-of-funds ac¬ 
counting has kept its structure reasonably up-to-date with the changes in finan¬ 
cial practice that hurtle in on us, it has nevertheless no basis in itself for 
predicting outcomes of the present situatioa Partly this is because it lacks dis¬ 
tributional data as to who holds the assets and who owes the debts. To the extent 
that credit holders and debtors are the same people, there may have been simply 
a shift in preferred balance sheet structure since the 1970s, without consequences 
for future market stabilities. If lenders and borrowers are different, though, 
there’s been a change toward a more brittle financial structure that is more 
dangerous. We all know cases where dealing in companies or real estate has sent 
assets off in one direction and debts in another, but at the same time it is also 
remarkable that takeover financing, in particular, has caused no serious financial 
problems yet. So there are severe problems in reading the aggregates these days 
that make analysis much more complicated than, say, in die 1950s. 

The other form of current problem in flow-of-funds work is in the statistics, 
which are in a wretched state. There is no time here to go into the problem, but a 
combination of increasingly complicated financial practices, tight statistical bud¬ 
gets, and tired statistical operations has left Washington far out of touch with the 
mainstream of finance. Nonfinancial business, pension funds, and international 
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capital flows are a few of the outstanding cases of data hopelessly inadequate for 
their current tasks. Although there are new statistical programs in the Federal 
budget for the near future, I am surprised, from the viewpoint of macrofinancial 
analysis, at how little help can come to financial statistics from current propos¬ 
als. There should be a chance to review, appeal, and modify for broader aims the 
schemes that are now on die table before die money is actually spent. 

Statistical discrepancies in balance of payments and flow-of-funds accounts 
have been at levels over the past ten years—$30 billion to 50 billion commonly 
unexplained—that make die 1950s accounts look unbelievably precise. The 
1950s were a simpler world in financial markets, one where reports from a few 
strategic institutions in New York and from major corporations covered die 
picture well. We now have worldwide markets, many times as many players and 
intermediaries in the markets, much laundering offshore, and other transforma¬ 
tions that don’t begin to appear in standard old statistical sources. 

This is then the strange conclusion that I must bring to this litde survey of die 
post-Copeland years: After forty years, on the one hand, we’ve reached a stage 
where financial health is in poor shape domestically and across the world, where 
financial policy is critical to avoiding even more fallout of crippled debtors and 
lenders, and where integrated analysis of the problems would be more relevant 
than any time since the 1940s. On the other hand, we have flow-of-funds analy¬ 
sis that cannot explain how we reached the present state of asset and liability 
relationships over die 1980s and what the consequences of those relationships 
might be, all based on accounts that are crippled by lack of reliable and complete 
financial information. The problem is serious but not hopeless. I hope only that 
die energizing force to go at the problem does not require another 1929-33 
financial condition to get people’s attention. 



_Part III 

Flow-of-Funds Didactics 





Introduction to Part III 


The teaching of flow-of-funds analysis in this volume began, of course, in Part I, 
with its presentation of die accounts and the illustrative data analyses. Part m 
aims to move along our understanding of the accounts and their possible uses. 
These readings are called didactic bemuse they are for the most part telling us 
about or showing us how to use the system rather than actually using it The 
more full-fledged applications of the accounts are reserved for Parts VI through 
VIII. But the present “teaching” pieces should extend our sense of what flow-of- 
funds is and what it can do in a variety of ways. 

For analysts who are not familiar with accounting or for whom the “sources” 
and “uses” of funds concepts are troublesome, the Ritter article (reading 7) may 
be just die right way to move into the flow-of-funds accounts. Probably die 
easiest way to understand sources and uses is via balance sheet increments, and 
this is the approach Ritter takes. In his buildup of the accounts he is also attach¬ 
ing rough empirical meaning to key financial terms such as capital account, 
financial asset, borrowing, and deficit sector, and making clear the conceptual 
equalities involved, both sectoral and global. The whole is an exposition of 
admirable clarity. 

In reading 1 Copeland gave us just a taste of how he saw the accounts being 
used to analyze business cycles in our economy. Here in reading 8 Copeland’s 
extended exposition of his “discretionary hypothesis” is presented. The hypothe¬ 
sis is built on die concept of a transactor’s discretion over its moneyflows. The 
idea of discretion is intimately related to causation in moneyflows because in 
order for a transactor to cause changes in its moneyflows, it must be able to 
influence the flow—that is, to have discretion over it The analysis leads to 
empirical rules for observing which sectors are taking the initiative in cyclical 
fluctuations in moneyflows, a major contribution to business cycle theory. Cope¬ 
land then applies his hypothesis to his own moneyflow data. This analysis is 
taken from Copeland’s moneyflows book, where both the form of the accounts 
and the terminology differ from those we now use. The glossary of Copeland’s 
key terms at the end of this selection may be of help to the reader. 

During the 1960s two developments characterized flow-of-funds analysis: fi¬ 
nancial projection work and the empirical specification of the saving-investment 


ill 
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process. The next two readings reflect these developments. Stephen P. Taylor 
presents a sketch of how flow-of-funds projections were done at the Federal 
Reserve Board. As he points out, the essence of such projections was to 
produce a projected matrix. The novelty of the new projection form was the 
necessity of forcing accounting balances for all sectors and transaction types 
simultaneously and in turn the impacts that this forcing had on the substance 
of the projection. For the first time a system of accounts as a whole was 
being used in projection work. Practitioners will sense that the substantive 
judgments embedded in such projections lie closer to “current financial anal¬ 
ysis” than to econometric behavior relations. An example of such a projection 
is presented later in reading 38. 

Our first contact with the saving-investment process—the process by which 
saving flows through financial channels into real investment—was Taylor’s dis¬ 
cussion of financial intermediation and die format of the flow-of-funds summary 
tables in reading 2. A similar scheme is presented here but with keys permitting 
us to locate each financial flow directly on a condensed flow-of-funds matrix. 
Such an exercise clarifies die process and shows a useful way to interpret the 
matrix table. The scheme presented here is later used in reading 32 and reflects 
the U.S. financial system in the 1950s. Since then, as the U.S. financial system 
has become more complex, it has become increasingly difficult to quantify inter¬ 
mediation. Nevertheless, the saving-investment process scheme remains a basic 
conceptual guide for most flow-of-funds analysts. 

Reading 11, by James S. Earley, Robert J. Parsons, and Fred A. Thompson, is 
one of die few that followed in Copeland’s analytical footsteps, using social 
accounting materials to point toward a general financial theory. For our purposes 
the model transaction sequences used to develop their theory provide a useful 
exercise in keeping track of transaction entries for all sectors. Their theory is 
grounded in a fourfold analysis of die sources of funds available to finance a 
sector’s expenditures. Having formulated their theory in flow-of-funds account 
terms, the authors can proceed directly to a correlation analysis to support it I 
am in strong sympathy with the authors’ approach, but in my view their language 
puts too much emphasis on financial sources of funds as the cause of expendi¬ 
tures on goods and services. 

One aim of this piece is to attack monetarist doctrine. Although the authors’ 
empirical case has not been included here, their social accounting approach itself 
carries with it two notable points. First, die fact that money is used to pay for 
expenditures does not imply that money has financed diem. Expenditures are 
financed by sources of fluids. Second, it is bank credit increases (not money 
supply increments) that can provide the sources of funds to finance goods and 
services expenditures. To trace the bank impact on expenditures, the social ac¬ 
countant focuses on bank credit. 

This Part’s remaining selection is a presentation of financial programming as 
developed during the past several decades and used extensively by the Interna- 
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tional Monetary Fund (the Fund). The expression “financial programming” has 
here a special meaning, referring to a set of methods used by die Fund to design 
financial policy measures that are incorporated into Fund-supported “adjustment 
programs” for developing countries. 

These programs have a strong social accounting base, since die end product 
consists of a set of projected sector accounts. The scheme involves three main 
accounts: die balance of payments account, the banking system account (central 
bank plus deposit banks), and the central government sector account But these 
three imply a residual “private sector” covering the remainder of die economy. 
The four together comprise a comprehensive social accounting matrix, which 
includes condensed financial flow data. The reader can examine this matrix and 
its assembly in reading 14. 

Financial programming involves an analysis that traces financial forces to the 
banking system or even to the central bank itself. For example, consider die 
following crude outline: The balance of payments is projected and the im¬ 
plications for its overall balance are carried to the net foreign assets of die banking 
system—as rest-of-the-world demand for bank credit. A similar projection is car¬ 
ried out for the central government, and its residual credit demand is also seen as 
being met by the banking system. However, no analogous procedure is carried out 
to determine the private sector’s demand for bank credit Instead, a quantity 
theory relation is used (given a target GDP) to project the quantity of money and 
derive the total expansion of die banking system. From this the flow of private 
domestic bank credit is derived residually. As the Fund description suggests, these 
programs quite generally imply a policy need for fiscal restraint and restraint of 
private domestic bank credit in order to reduce payments deficits or inflation. 

The Fund’s programming method has been vigorously criticized. 1 The doctri¬ 
naire use of die quantity theory, both as a theory of inflation and in the determi¬ 
nation of the target quantity of money, is often objected to. Another important 
criticism relates to the Fund’s causal interpretations of various social accounting 
equations. For example, the Fund often refers to maintaining a “desirable bal¬ 
ance between real income and real absorption.” The expression interprets the 
familiar social accounting equation: 

Y = C + I + G + X-M 

where Y is output or real income, C + I + G is absorption, and X - M is the 
current account balance. An excess of absorption over real income is necessarily 
accompanied by an equal balance of payments deficit Now it is very easy to 
jump from this social accounting statement and assert, based on the equation, 
that an excess of absorption will cause an equal balance of payments deficit—as 
the Fund holds. 2 But perhaps the payments deficit causes the excess of absorp¬ 
tion. The social accounting equation by itself cannot tell us which causal view is 
correct. That knowledge must come from an economy. 
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Notes 

1. See, for example, Lance Taylor, Varieties of Stabilization Experience (Oxford: 
Clarendon Press, 1988), and Lance Taylor, “IMF Conditionality: Incomplete Theory, 
Policy Malpractice,” in Robert J. Myers, ed., The Political Morality of the International 
Monetary Fund (New York: Transaction Books, 1987). 

2. See, for example. International Monetary Fund, Theoretical Aspects of the Design 
of Fund-Supported Adjustment Programs , Occasional Paper 55 (Washington, DC: Inter¬ 
national Monetary Fund, 1987). On p. 5: “The [balance of payments] current account 
shows a surplus if income exceeds absorption and a deficit in the reverse case. This 
information illustrates die important principle that a current account deficit can be reduced 
by a decline in absorption (relative to income)...” On p. 6: “It follows from the definition 
of the current account balance as the difference between income and absorption that a 
desired reduction in a current account deficit can be achieved through some combination 
of increasing output and reducing absorption.* 9 



_ 7 

Lawrence S. Ritter 

A Framework for Financial Analysis 

( 1963 ) 


Flow-of-funds accounting is used to analyze borrowing and lending in financial 
markets. It traces financial transactions by recording the payments each sector 
makes to other sectors and the receipts it receives from them—just as a family 
might keep track of its money by recording all its payments and receipts. 

Flow-of-funds accounting is useful in many ways. It provides a useful frame¬ 
work for analyzing what happens in various financial markets. It also can be 
thought of as tracing the financial flows that interact with and influence the 
nonfinancial economy. It records the maze of financial transactions underlying 
real saving and investment. 

To appreciate all these implications, however, we will first have to learn what 
flow-of-funds accounting is all about. Specifically, it is a record of payments 
between and among various sectors. This is done via sector “sources and uses of 
funds” statements, which is what most of this chapter is devoted to explaining. 
Let us begin by seeing how a typical sector “sources and uses” statement is 
constructed. 

A Generalized Sector Income Statement 

A sector “sources and uses of funds” statement is nothing more than the integra¬ 
tion of its income statement with its balance sheet. Taking first things first, a 
simplified income statement, general enough to apply to any sector, would look 
something like the following: 


Reprinted, with permission, from Lawrence S. Ritter and William L. Silber, “Flow of 
Funds Accounting: A Framework for Financial Analysis,” ch. 26 in Principles of Money, 
Banking, and Financial Markets (New York: Basic Books, 1986), pp. 465-77. This chap¬ 
ter is a revision of Lawrence S. Ritter, “An Exposition of the Structure of the Flow-of- 
Funds Accounts ” Journal of Finance vol. 18, no. 2 (May 1963). 
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Figure 7.1 A Generalized Income Statement for a Single Sector 

USES OF FUNDS SOURCES OF FUNDS 

(ON CURRENT ACCOUNT) (ON CURRENT ACCOUNT) 

Current expenditures I Current Receipts 

Saving (Addition to Net Worth) | 

2 = 2 

An income statement like the above merely lists a sector’s current receipts 
during a period of time as a source (inflow) of funds, and its current expenditures 
as a use (outflow) of funds. Current receipts differ depending on which sector is 
involved; they consist mainly of wages and salaries for the household sector, 
sales receipts for the business sector, and tax revenues for the government. 
Similarly, the composition of current expenditures also differs, depending on 
which sector we are looking at. 

In all cases, however, one sector’s payments become another sector’s re¬ 
ceipts; for example, tax payments, a major use of funds for households and 
business firms, become tax receipts, a major source of funds for the government. 
As we shall see, it is this mutual interaction that gives the eventual flow-of-funds 
matrix its interlocking nature. 

Saving, on the left-hand side, is defined as any excess of current receipts for a 
sector over and above its current spending. It is the same as our earlier definition: 
Saving equals income minus consumer spending. When it involves the govern¬ 
ment sector it is usually called a budget surplus, and when applied to the busi¬ 
ness sector it is frequently labeled either retained earnings or addition to net 
worth. In any case, since it is defined as the difference between current receipts 
and current expenditures, it is the balancing entry on an income statement. Thus 
summation equality signs are at the bottom of Figure 7.1. 

A Generalized Sector Balance Sheet 

Let us leave income statements for a moment and move over to balance sheets. 
Income statements show current receipts and expenditures over a period of time 
(say, during the year 1987), whereas a balance sheet shows not receipts and 
expenditures but assets and liabilities, and not over a period of time but at an 
instant in time (say, on December 31,1987). A simplified balance sheet, general 
enough to apply to any sector, would look something like the following: 


Figure 7.2 A Generalized Balance Sheet tor a Single Sector 

ASSETS LIABILITIES AND NET WORTH 


Financial Assets 

Liabilities 

a. Money 


b. Other 


Real Assets 

Net Worth 


2 = 2 
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As with income statements, the principal difference between the balance 
sheets of different sectors is in the characteristic items that appear under each 
heading—consumer durable goods such as furniture and automobiles are typical 
real assets for consumers, inventories and capital equipment are typical real 
assets for business firms, and so on. Also, like income statements, balance sheets 
must balance, in this case because the net worth entry is defined as the difference 
between total assets and total liabilities. Thus our simplified balance sheet also 
contains summation equality signs. 

On the balance sheet above, assets are divided into two broad categories, real 
and financial. A real asset, such as a car or a calculator, appears on only one 
balance sheet, that of its owner. A financial asset, however, such as money or 
bonds, always appears on two balance sheets: that of whoever owns it (as an 
asset), and that of whoever owes it (as a liability). This is because every finan¬ 
cial asset is a claim by someone against someone else—an IOU of some sort— 
such as a government bond (an asset to whoever owns it, a liability of the 
government) or a bank deposit (again an asset to the owner, a liability of the 
bank). 1 

While only financial assets appear on two different balance sheets, all liabili¬ 
ties do, because all liabilities—by definition—represent debts owed to others. 
Thus any time a liability is listed on anyone’s balance sheet, a corresponding 
financial asset must be rung up on some other balance sheet. 

Converting Balance Sheet Stocks to Flows: Saving and Investment 

To analyze financial trends during a year, we need data on flows over a period of 
time, not stocks on a balance sheet at an instant in time. But all is not lost. We 
can convert balance sheet stocks (of goods or of money) into flows by comparing 
two balance sheets for the same sector, two balance sheets “snapped” at different 
times. For example, we can take the balance sheet of a household on December 
31, 1987, and then again on December 31, 1988. By comparing them, and 
seeing what changes have taken place in each entry, we can translate stocks into 
flows; we can tell how much furniture was purchased or how much cash was 
accumulated during the year 1988. 

Going back to our simplified balance sheet, Figure 7.2, let us take the bottom 
pair of entries, real assets and net worth—ignoring financial assets and liabilities 
for the time being—and see how we can convert those stock figures, snapped at a 
moment in time, into flows covering a period of time. The change (A) between 
two dates could be displayed like this: 

Figure 7.3 A Partial Sector Sources and Uses of Funds Statement, on Capital 
Account 

USES OF FUNDS SOURCES OF FUNDS 

(ON CAPITAL ACCOUNT) (ON CAPITAL ACCOUNT) 

A Real Assets (Investment) I A Net Worth (Saving) 
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Since Figure 7.3 is derived from only part of the balance sheet, it need not 
balance, so there are no summation equality signs at the bottom. Notice also that 
the column headings are different from those in Figure 7.2: “Assets” and “Liabil¬ 
ities and Net Worth” have been replaced by “Uses of Funds” and “Sources of 
Funds,” die same as in the income statement (Figure 7.1). Now, however, they 
refer to uses and sources of funds on capital rather than current account—that is, 
to long-term uses and sources instead of short-term ones. 

On the uses side, the change in real assets refers to capital expenditures, as 
contrasted with an income statement’s current expenditures. Capital expenditures 
involve the purchase of real assets with an expected useful life of a year or more; 
the term is synonymous with real investment spending (or simply investment 
spending), as economists use that term. 2 Such capital expenditures are not in¬ 
cluded in an income statement; in accordance with conventional accounting 
practice, income statements are confined to current expenditures—the purchase 
of assets with an expected useful life of less than a year. 

A distinction has to be made between “investment” spending as economists 
use the word (it always refers to the purchase of real assets with a useful life of a 
year or more, such as houses or machine tools), and the use of the word in 
general conversation, where it often refers to the purchase of financial assets, 
such as stocks or bonds. When we say simply investment, we have reference to 
buying real assets; if we want to refer to the purchase of financial assets, we will 
say, explicitly, financial investment. 

On the sources side, the change in a sector’s net worth during the period is 
exactly the same thing as “saving” on its income statement covering that time 
interval. This deserves a word of explanation, since it is not immediately obvious 
(even though the fact that “saving” is frequently labeled “addition to net worth” 
should provide a clue that they are one and the same). On a balance sheet, net 
worth is defined as equal to a sector’s total assets minus its total liabilities. A 
change in net worth must therefore equal any change in total assets less any 
change in total liabilities. On an income statement, in contrast, saving refers to 
an excess of current receipts over current expenditures. But any excess of current 
receipts over current expenditures (flows) must imply a resulting buildup of total 
assets or a reduction of liabilities, or some combination of the two. Conclusion: 
Saving on a sector’s income statement must become an equivalent change in net 
worth on its balance sheet. Put somewhat differently, as a “use” of funds on 
current account (on the income statement), saving means not spending. It means 
retention or accumulation. As such, it represents an addition to one’s wealth or 
net worth and becomes available as a “source” of funds for capital account 3 

Since the statement on Figure 7.3 is derived from only part of the balance 
sheet and thus does not have to balance, it follows that an individual unit or 
sector may or may not invest (i.e., buy capital goods) just equal to its current 
saving. It may save more than it invests, or invest more than it saves. If a unit or 
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sector invests an amount equal to its current saving, it is called a balanced budget 
sector. If it saves more than it invests, it is called a surplus sector, and if it invests 
more than it saves, it is called a deficit sector. 4 (Read this paragraph again— 
these will be useful concepts later oa) 

How could a sector invest more than it saves? One way is simply to borrow 
enough to financ e its deficit, which brings us to the other pair of balance sheet 
entries—liabilities and financial assets. 


Converting Balance Sheet Stocks to Flows: 
Borrowing, Lending, and Hoarding 


So tor we have ignored the possibility of changes in liabilities and financial 
assets, the remaining entries on Figure 7.2, our generalized sector balance sheet. 
Such changes between two balance sheet dates would look like this: 


Figure 7.4 A Partial Sector Sources and Uses of Funds Statement, on Capital 
Account 


USES OF FUNDS 
(FINANCIAL, ON CAPITAL 
ACCOUNT) 


SOURCES OF FUNDS 
(FINANCIAL, ON CAPITAL 
ACCOUNT) 


A Financial Assets Other than 
Money (Lending) 


A Liabilities (Borrowing) 


A Money (Hoarding) 


Since the account on Figure 7.4, like that on Figure 7.3, is derived from only 
partial balance sheets, it need not balance and thus contains no summation equal¬ 
ity signs. But whereas Figure 7.3 dealt with nonfinancial or “real” sources and 
uses of funds. Figure 7.4 is concerned with financial transactions—with borrow¬ 
ing (an increase in outstanding liabilities) as a source of funds, and with lending 
(an increase in holdings of financial assets other than money) and hoarding 
(increased money holdings) as uses of funds. 

Strictly speaking, we should separate short-term financial transactions from 
long-term, comparable to our distinction between short- and long-term spending 
on real assets. However, in flow-of-funds accounting such distinctions are rarely 
made with respect to financial transactions, and all borrowing and lending, re¬ 
gardless of duration, are typically considered as on capital account 

The three possibilities in Figure 7.4—borrowing, lending, and hoarding—do 
not exhaust all the potential financial sources or uses of funds open to a sector. 
For instance, another possible financial source of funds, in addition to borrow¬ 
ing, is selling some holdings of financial assets. Still another source of funds is 
dishoarding. And an additional possible use of funds would be to repay one’s 
debts. These alternatives do not appear in Figure 7.4 because only net changes 
are considered there, and it is implicitly assumed that they are all positive. 
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By convention, if the net change in any entry turns out to be negative over a 
period, it is kept on the side where it presently appears in Figure 7.4 but preceded by 
a minus sign. If the net change in financial assets for a sector turns out to be 
minus—for example, as when a person liquidates some government bonds—it 
would be recorded on the uses side but preceded by a minus sign and referred to as a 
negative use of funds. But a negative use is actually a source of funds—another 
useful concept. 

A Complete Sector Sources and Uses of Funds Statement 

Believe it or not, if we string together everything we’ve done so far we will have 
before us, in all its pristine glory, a complete sector sources and uses of funds 
statement. Figure 7.5. 


Figure 7.5 A Complete Sector Sources and Uses of Funds Statement 


USE OF FUNDS 

SOURCES OF FUNDS 

Current Expenditures 

Current Receipts 

Saving (addition to NW) L = 

= I 

A RA (Investment) 

A NW (Saving) 

A FA (Lending) 

A L (Borrowing) 

A M (Hoarding) 



£ = £ 
£ = £ 


Above the dashed line is the income statement; below the dashed line, the 
changes in the balance sheet Since the income statement must balance, as must 
the changes in the balance sheet the summation of all the sources must equal the 
summation of all the uses of funds, and therefore we have several s umma tion 
equality signs. 

We are now able to define more precisely what we mean by a sector’s sources 

and uses of funds: 

Sources of funds consist of (a) current receipts; (b) any increase in a 
liability item (borrowing); or (c) any decrease in an asset item (selling off 
assets, dishoarding). 

Uses of funds consist of (a) current expenditures; (b) any increase in an asset 
item—increased holdings of real assets (investment), of financial assets (lending), or 
of money (hoarding); or (c) any decrease in a liability item (debt repayment). 

We could simplify the account in Figure 7.5 by eliminating current receipts 
from sources and current expenditures from uses, taking only the difference 
between them—saving—as a source of funds (if positive, or as a use if negative). 
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That is what we have, in effect, if we look only below die dashed line (which is 
the way the flow-of-funds accounts are published by the Federal Reserve Board). 

The requirement that everything below die dashed line must balance means 
that each sector’s investing + lending + hoarding must equal its saving + borrow¬ 
ing. As we know, however, a sector might save more than it invests (a surplus 
sector) or invest more than it saves (a deficit sector). If it does have a discrep¬ 
ancy between its saving and its investing, this necessarily implies a correspond¬ 
ing differential between its financial sources and uses of funds. To be more 
specific: A surplus sector, with saving greater than investment, must dispose of 
its surplus by lending, repaying debts, or hoarding (building up its cadi hold¬ 
ings) in an amount equal to its surplus. And a deficit sector, with investment in 
excess of its saving, has to finance its deficit by borrowing, selling off financial 
assets, or dishoarding (running down its cash holdings) in an amount equal to 
its deficit. 5 

These conclusions flow from die fact that below the dashed line, as well as 
above it, the sum of all of a sector’s uses of funds must equal the sum of all of its 
sources. Putting the same thing rather formally: 

For any one sector: 

investment + lending + hoarding = saving + borrowing 
So if: 

saving > investment, then lending + hoarding > borrowing 
And if: 

investment > saving, then borrowing > lending + hoarding 

The Flow-of-Funds Matrix for the Whole Economy 

Early in this chapter we said that flow-of-funds accounting records payments 
between and among sectors via sector sources and uses of funds statements. 
Since one sector’s payments become another sector’s receipts, when we put all 
these individual sector statements together we get a flow-of-funds matrix for the 
economy as a whole, an interlocking grid that reveals financial relationships 
among all the sectors. When the flow-of-funds matrix was first published by the 
Federal Reserve in 19SS, it contained the complete statements for each sector in 
the form of Figure 7.5 above. Since 1959, however, it has consisted of only 
partial sector sources and uses statements, namely that part of Figure 7.5 below 
the dashed line. Current receipts and current expenditures are not shown explic¬ 
itly, but they are implicitly included in that die difference between them—saving 
(or dissaving)—is there. 
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Figure 7.6 Flow-of-Funds Matrix for the Whole Economy 
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note; The small letters within the matrix represent the data for sector saving (a), investment 
(<), borrowing (b), lending (/), and hoarding (h) and are placed in the appropriate space where 
such data would be entered. The capital letters similarly represent the aggregate sum totals for 
the whole economy. Thus s + s + s = S, i + i + i = /, etc. (Roman “IT and “S” represent uses 
and sources of funds.) 

Assuming a total of three sectors and omitting some detail, the flow-of-funds 
matrix appears essentially as in Figure 7.6. 

This matrix is nothing more than the placing of the sector sources and uses 
statements side by side, each in the form of that part of Figure 7.5 below die 
dashed line. The resulting matrix forms an interlocking self-contained system, 
showing the balanced sources and uses of funds for each sector, interrelations 
among die sectors; and the aggregate totals of saving, investment, borrowing, 
lending, and hoarding for the economy as a whole. 

For each individual sector, as we know, its investment + lending + hoarding 
must equal its saving + borrowing. Since that is true for each individual sector, it 
is also true in summation for all the sectors taken together—that is, for the 
economy as a whole. 

In addition, something else is true for die economy as a whole that need not 
be true for any one sector taken by itself: Saving must equal investment. 

For the whole economy: 

investment + lending + hoarding = saving + borrowing 
But since one sector’s financial asset is another sector’s liability: 

lending + hoarding = borrowing 
Therefore: 

investment = saving 

The conclusion that saving must equal investment applies only to the entire 
economy taken in the aggregate, not to any single sector taken by itself. As we 
have seen, any single sector may save more than it invests, or invest more than it 
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saves. But since saving must equal investment for die economy as a whole, it 
follows that for each sector that saves more than it invests there must, some¬ 
where, be other sectors that invest correspondingly more than they save. This is 
true not only because the economy-wide total of saving must equal investment, 
but also because a surplus sector must dispose of its surplus, as we have seen, by 
lending, repaying debts, or hoarding an amount equal to its surplus. This in turn 
implies the existence of deficit sectors to borrow, reduce their financial assets, 
or dishoard. 

Similarly, deficit sectors, which invest more than they save, necessarily imply 
die existence of surplus sectors. A deficit sector must finance its deficit by bor¬ 
rowing, selling off financial assets, or dishoarding. This in turn implies die pres¬ 
ence of surplus sectors to do the lending, buying of the securities, or hoarding. 

Notes 

1. A complication arises in this connection with respect to corporate equities (corpo¬ 
rate stocks), because they are financial assets to whoever holds them but are not, legally, 
liabilities of the issuing corporation. For most purposes, the simplest way to handle this is 
to assume that corporate stocks and bonds are roughly the same thing, despite their legal 
differences, and treat them both as liabilities of the corporation. 

A related problem, which also remains unresolved, is that both bonds and stocks are 
traded on organized markets and change in price, so they may be valued differently by the 
holder and the issuing corporation. For example, a $100 bond issued by a corporation may 
rise in price to $120; to the holder it is now a $120 financial asset, but to the corporation it 
is sdll a $100 liability. The difference is capital gains to the bondholder, although the 
bondholder receives no funds inflow unless the bond is sold. 

2. Real investment can be recorded on either a net or a gross basis, depending on 
whether or not depreciation expense is deducted. 

3. As with investment, saving can be measured on a net or a gross basis, depending on 
whether or not depreciation is deducted. It should be noted that even if depreciation is 
deducted, so that saving is measured on a net basis, depreciation will still be a source of 
funds for capital account, since it represents a noncash "expense” rather than an actual 
current outlay of funds. 

4. Alternatively, a surplus unit is one that spends (on consumption plus real invest¬ 
ment) less than its current income, and a deficit unit is one that spends more than its 
current income. 

5. A deficit sector might also finance its deficit by issuing new money. However, only 
two sectors are legally able to exercise that unique option—banks (by creating demand 
deposits) and the government (by creating dollar bills). If they did so, it would be entered 
on their sources and uses statement as an increase in their liabilities (borrowing), because 
while money is an asset to whoever owns it, it is a liability of whoever issues it 
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Moneyflows and Business Fluctuations 
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In this chapter we attempt to interpret the moneyflows and loanfund balances 1 
accounts, giving particular attention to cyclical expansions and contractions in 
moneyflows, their relation to expansions and contractions in gross national prod¬ 
uct, and die role of changes in loanfund balances in these business fluctuations. 
In the course of this interpretation we offer two groups of proposals looking 
toward a partial reformulation of monetary theory. In the first group of proposals 
we believe we are on relatively firm ground, because they are somewhat closely 
linked to the scheme of accounts. We call them the five key features of the main 
money circuit and their implications. 2 The other proposals are distinctly tenta¬ 
tive; they constitute what we call a discretionary hypothesis. 

Five Key Features of the Money Circuit 

Each of the five key features of the main money circuit is a summary statement. 
Together they constitute a selective recapitulation of our findings up to this point 
with respect to moneyflows and loanfund balances. The first two characterize the 
variation of a sources and applications of funds statement we have adopted to 
portray moneyflows in accounting form, and indicate the types of accounting 
pattern equation that derive from this approach to the study of the money circuit 
We call these two summary statements the two accounting features. The third 
and fourth features specify two types of transactor discretion that seem to us 
especially pertinent for monetary theorizing. One cannot deduce discretion from 
financial statements alone, but one can scarcely interpret them without recogniz¬ 
ing that transactors choose among possible alternative transactions and that the 
figures can tell us a great deal about what choices are and are not open to the 


Excerpted, with permission, from Morris A. Copeland, A Study of Moneyflows in the 
U.S. (New York: National Bureau of Economic Research, 1952), pp. 231-34 and 253-66. 
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transactors. In this wider sense the third and fourth features may be said to 
follow from die scheme of moneyflows accounts. The fifth feature construes 
transactors’ moneyflows accounts as a quantitative expression of the system of 
pecuniary incentives that play a major role in organizing economic activity in 
our private enterprise economy. It indicates the record-keeping function that is 
essential to the operation of the system of pecuniary incentives and tells how it is 
carried out Though a broad interpretation of the accounts, not a deduction from 
them, this fifth summary statement seems so fundamental a feature of the money 
circuit and this circuit’s place in our private enterprise economy that we set it 
alongside the other four. 

First Feature. Moneyflows are sources and dispositions of money. The main 
circuit moneyflows account for each transactor is a balancing account that tells 
where his money comes from and where it goes. 

A transactor’s sources of money are: 

1. his receipts from customers and other ordinary receipts; and 

2. the money he obtains through financing, i.e., through net decreases in his 
claims on others (liquidations of his portfolio and other claims he holds), 
and net increases in his liabilities to others (borrowing and, in die case of 
corporations, stock flotation). 

A transactor’s dispositions of money are: 

1. his purchases of gross national product and other ordinary expenditures, 
and 

2. the money he advances to finance others and the borrowed money he 
returns, i.e., his net additional investment in claims on others and his net 
retirements of liabilities. 

Second Feature. Each moneyflow resulting from a main circuit transaction 
has two aspects: It is a source of money to someone, and it is the disposition of 
an equal sum by someone else. 

The national account that summarizes all the moneyflows between transactors 
resulting from any particular type of transaction has a double-entry basis. Such a 
national account for any fiscal period will always balance (apart from statistical 
discrepancies and deviations from accounting uniformity). 

Third Feature. Each household, each branch of government, each industrial 
corporation, and each other transactor has some discretion over his main circuit 
moneyflows. Most transactors have more or less discretion over their total ordi¬ 
nary expenditures. 

Thus a transactor may elect to obtain money through financial channels and to 
increase the volume of his expenditures on goods and services; Or he may decide 
to become more parsimonious, advancing or returning to other transactors 
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through financial channels the money he does not spend; or he may be somewhat 
passive, merely increasing and decreasing his ordinary expenditures in response 
to the increases and decreases in his ordinary receipts. 

Transactors differ in the degree of discretion they have over their total ordi¬ 
nary expenditures and in the way they exercise that discretion. 

Fourth Feature. Each transactor has more or less discretion over the composi¬ 
tion of his loanjund balance and the size of his cash balance. He can increase his 
cash balance by selling loans and securities from his portfolio or by borrowing. A nd 
he can draw down his cash balance to add to his portfolio or to pay off debts. 

The range of this kind of discretion depends on the size of the portfolio and 
the cash balance a transactor holds to begin with and on his credit standing. 

Fifth Feature. What money does in an economy is to keep the moneyflows 
accounts. It does this largely today in this country through debits and credits to 
individual accounts on the books of banks. 

But currency outside banks is still a substantial part of nonbank cash balances. 
To the extent that it keeps the moneyflows accounts it does so in much the same 
way as poker chips serve as a substitute for a scorepad; transactors whose score 
is improving get in the chips, others get out of chips. When our monetary and 
banking system is operating properly a nonbank transactor can convert any part 
of his score in currency into a score in bank deposits, or conversely, as suits his 
convenience, and it is only the total (currency plus deposits) that counts. Indeed, 
if the composition of his balance becomes significant for the scorekeeping func¬ 
tion, we take this to indicate that the system is out of order. 

The scorekeeping function for moneyflows is not performed exclusively by cur¬ 
rency and deposits. The way nonbank transactors use their own account books 
makes a minor contribution—through settlements by offset and through book credit 
More importantly, other balances help to record the moneyflows seme—loans and 
securities held, and notes, bonds, debentures, and mortgages payable, and (in die 
case of corporations) paid-in capital. Semekeeping is primarily a matter of keeping 
track of the balance between ordinary receipts and ordinary expenditures; what a 
transactor adds to this score is what he adds to his loanfund balance. 

The first two of these features are concerned with accounting patterns. Each such 
pattern may be stated in the form of an equation There is an accounting pattern 
equation for each economic sector, and one for each type of transaction Some (but 
not all) of the component moneyflows in these equations are of such a nature that 
for each (of the some) we can write a moneyflows, price-volume equation of the 
form F = "Lpq. These accounting patterns and price-volume equations may be 
called the equations of the money circuit Like the equation of exchange they are 
intended to supersede, die equations of the money circuit are quite colorless as to 
causation; they do not identify which variables are active and which passive. But 
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they treat money differently. Money appears in the sector moneyflows accounts 
on an incremental basis—that is, the accounts show opening and closing cash 
balances—instead of treating money as a multiplicand that is multiplied by its 
rate of turnover. We believe the equations of the money circuit can be investi¬ 
gated empirically more effectively than can the equation of exchange. And if one 
desires to work with fewer equations, their number can always be decreased by 
combining sectors or types of transaction. 


Who Exercises Discretion Over Moneyflows? 

Our central question is: How do cyclical fluctuations in moneyflows come about? 
The foundation on which we propose to erect a tentative answer is given in the five 
key features and their implications. The structure we will erect on this foundation is 
not a whole theoretical building, complete in all details. Rather, it is a theoretical 
homework. If it should withstand the tests of time and critical examination, this 
theoretical framework should eventually be called a theory. But we consider it 
tentative in a way in which the foundation is not. Following scientific precedent in 
such a situation, we will speak of this framework as a hypothesis, not as a theory. 
And because we emphasize transactor discretion, the discretion over one’s ordinary 
expenditures (outlined in the third feature) and over one’s cash balance (specified in 
die fourth feature) in our tentative answer, we will refer to it as a discretionary 
hypothesis. Since our discretionary hypothesis is a theoretical framework, a structure 
the details of which remain to be filled in, it is not a hypothesis in the more specific 
sense—it is not a theory one can expect to test by some single critical finding of fact. 

In oudine, our hypothesis is this: 

1. Cyclical increases and decreases in main circuit moneyflows are brought 
about immediately (i.e., proximately) by the way transactors exercise their 
discretion to increase or decrease their ordinary expenditures. 

2. Each transactor is restricted and influenced in this exercise of discretion on 
the one hand by its consequences for his loan fund account and by what he 
does about them, and on the other hand by the effects of other transactors’ 
decisions on his moneyflows and on his loanfund balances. 

3. Because we are dealing with a circuit that has no end and no beginning and 
because every transactor is greatly influenced in his decisions by the deci¬ 
sions of others, all transactors in a sense share responsibility for cyclical 
increases and decreases in moneyflows. But they do not all share alike. 
Our discretionary hypothesis includes an effort to discriminate, to find 
some transactors (not always die same ones) more responsible than others. 

A large part of the more detailed statement of the hypothesis consists in 
spelling out the ways transactors restrict and influence one another in their 
exercise of discretion. We have said that we would attack the question of how 
cyclical fluctuations in moneyflows come about in terms of two concurrent 
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general economic adjustments. These two interacting adjustments play a central 
role in the mutual conditioning of transactor discretions. They are: (1) the adjust¬ 
ments in the markets for goods and services and the adjustments affecting all 
other ordinary transactions (moneyflows like business taxes that are classified as 
product transactions but are not what one commonly thinks of as market transac¬ 
tions, and transfer payments as well); (2) the adjustments that affect the 
moneyflows through financial channels. 

We believe these two processes can best be understood, not as adjustments de 
novo in each fiscal period, but as readjustments of the moneyflows of the period 
immediately preceding. Much has been said about the stickiness of prices. Some¬ 
thing like stickiness applies to moneyflows. A good many moneyflows tend to 
repeat themselves. Thus wherever we find formal budgeting, it starts with figures 
for the preceding year. In the aggregate this gives the money circuit a kind of 
inertia. The level of ordinary expenditures tends to continue, subject to upward 
or downward readjustments. 

Since the moneyflows are interrelated in a system of social accounts, incre¬ 
ments and decrements in moneyflows must be so distributed as to preserve 
accounting balances. But this does not mean they must be evenly distributed 
among transactors. On the contrary, when die volume of ordinary transactions 
changes, some transactors (not always the same ones) will usually be changing 
their ordinary expenditures ahead of others. 

Consider die case of a cyclical increase. If we think of the economy as 
temporarily divided into two sectors, sector A or those who are taking the lead in 
expanding their ordinary expenditures, and sector B the others, we can indicate 
how the two concurrent readjustment processes appear in the accounts. They 
show as four net increments: 

Xao - the increment in A’s ordinary expenditures minus receipts 
Xbo - the increment in B’s ordinary receipts minus expenditures 
X,if = the increment in the net money A obtains through financial channels 
Xbf - the increment in the net money advanced or returned by B. 

The relationships among these four increments are corollaries of the quadru¬ 
ple-entry system of moneyflows accounts. Xaf and Xbf are to be understood in 
an algebraic sense, if money flowed from A to B in the base period. Xaf -Xbf- In 
part at least this increment in flow from B to A is likely to mean intersector 
transactions in loans and securities. Also, Xao - Xbo- Presumably a major part of 
this moneyflow arises from sales and purchases of commodities, and of labor and 
other services. Further, Xao - Xaf and Xbo - Xbf- A’s account and B’s account 
must remain in balance. 

If the two sets of readjustments Xaf - Xbf and Xao - Xbo proceed in large 
degree in markets that are as separate as the loan and security markets are from 
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the commodity, service, and labor markets, it is natural to ask: How does it 
happen that an overall balance in the moneyflows accounts is always achieved? 
We can think of most of die readjustments affecting ordinary receipts and expen¬ 
ditures as goods and service market readjustments. The readjustments that lead 
to Xaf - Xbf are only partly market readjustments; as far as one type of financial 
source or disposition of money is concerned—that arising from changes in cash 
balances—the process is automatic. The change in the cash balance is the bal¬ 
ancing item in die moneyflows account. What happens in the commodity and 
service markets fixes the increments in ordinary receipts and ordinary expendi¬ 
tures, and consequently the changes in the net financial moneyflow. The im¬ 
mediate effect of the net financial flow is on the cash balance. If a transactor’s 
cash balance gets large, he will often be tempted to supply funds to others 
through the loan and security markets (or pay off his debts). But he may increase 
his spending. If his cash balance gets low, any nonbank transactor will have to 
obtain money from the loan and security markets, or else curtail his spending. 
Thus what he does (or fails to do) in the loan and security markets has repercus¬ 
sions on his ordinary transactions, and consequently on die commodity and 
service markets, and his dealings in commodities ami services affect what he 
does in the loan and security markets. The cash balance may be said to provide a 
mechanism by which the readjustment processes in the commodity and service 
markets and die readjustments in the loan and security markets are made to keep 
pace with each other day by day. No doubt the two processes of readjustment are 
to a large extent directly tied together. Ordinarily a transactor will not elect to 
dishoard and spend on an extensive scale unless he can borrow or liquidate his 
portfolio to finance his increased spending. And often a transactor who sets out 
to stint and hoard does so in order to pay off debts, less frequently to build up his 
portfolio. But debt and portfolio transactions on the one hand and ordinary 
transactions on the other will seldom precisely offset each other. For the most 
part the cash balance takes up the discrepancy between the two. And for each 
transactor it is a kind of spring connecting the loan and security markets and the 
commodity and service markets—and transfer payments. Compressed too far, 
this spring forces a transactor to borrow, liquidate his portfolio, or curtail ordi¬ 
nary expenditures. Expanded far enough, it is likely to induce him to repay debts, 
add to his portfolio, or step up his ordinary expenditures. 

We may now attempt to incorporate the two concurrent readjustment pro¬ 
cesses in a partial statement of our hypothesis: 


1. Each of various transactor groups is or may be in a position to increase or 
decrease its purchases of gross national product somewhat independently 
of its ordinary receipts and its other ordinary expenditures. (An increase 
means a +Xao, a decrease sl-Xao) 

2. An increase in gross national product expenditures can be financed by 
obtaining money through financial channels (+Xaf), and die money re- 
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leased by a decrease in gross national product purchases can be advanced 
or returned to other transactors (-Xaf)- 

3. When a transactor group so increases or decreases its purchases of gross 
national product, the extra money required for the increase will necessarily 
just equal the extra money other transactors advance (+Xbf), and the 
money released by a decrease in gross national product purchases and 
advanced to others will necessarily just equal the extra money others re¬ 
quire (-X S f). 

4. When a transactor initiates an increase or decrease in gross national product 
purchases, the volume of his purchases and the money he obtains through 
financing will tend to move together, but when he is relatively passive, his 
gross national product expenditures are likely to be more closely correlated 
with his product receipts minus nonfinal product expenditures. 

By way of clarification and qualification, several things need to be said about 
the part of our hypothesis outlined in these four propositions. 

First, they are certainly not to be taken as an explanation of the business 
cycle. They deal with only one phase of the cycle: What happens to moneyflows 
when they expand and contract? Or, alternatively: How are increased purchases 
of gross national product financed? Where does the money go that is released by 
decreased purchases of gross national product? 

Conceivably, of course, all transactor groups may act—in either expanding or 
contracting their ordinary expenditures—so synchronously that no group will 
need to obtain more money from others through financial channels than it has 
been getting before. But we cannot presume this to be so in general. The four 
propositions refer to a situation in which some groups are expanding or contract¬ 
ing ahead of others. 

The four propositions imply that, in a sense, all sectors are on a par in the 
money circuit. There are significant differences, too. Cyclical changes in the 
dollar volume of most transactors’ ordinary receipts are due chiefly to decisions 
made by others. But in the case of governments, die power to fix tax rates means 
the power to influence ordinary receipts. Again, some transactors have a wider 
range of discretion over cyclical changes in the dollar volume of their ordinary 
expenditures than others. If a transactor is to be in a position substantially to 
expand his ordinary expenditures without a compensating expansion in his ordi¬ 
nary receipts, his credit position must be such as to enable him to do the neces¬ 
sary (loanfund) financing. Some of the larger industrial corporations have a 
fairly strong position in this respect, but the Federal government’s credit position 
is certainly much stronger. Still further, there are major differences among trans¬ 
actor groups in the considerations that influence changes in the volume of ordi¬ 
nary expenditures. Thus the consideration that an expenditure is needed to 
decrease or to relieve unemployment appeals almost exclusively to government. 
In other words, although all transactors are, in a significant sense, on a par with 
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respect to their status in the money circuit, we should not forget that they exhibit 
different behavior patterns. Proposition 4 indicates that some transactors take die 
initiative while others are relatively passive. To determine who is taking the 
initiative when the volume of moneyflows is changing is bound to be difficult 
Nevertheless, we believe die question. Who is taking die initiative? is basic for 
an adequate account of the process by which increases and decreases in 
moneyflows are brought about. 

It has been suggested above that a transactor whose ordinary expenditures 
exceeded his ordinary receipts or who was dishoarding in the sense of drawing 
down his loanfund balance was contributing toward an increase in moneyflows. 
We noted that it would not do to count an absolute excess of ordinary expendi¬ 
tures as a “favorable” balance of trade, because if we do, die sum of all “favor¬ 
able” balances will (apart from errors of estimate and accounting nonuniformities) 
always be just equaled by the sum of die “unfavorable” balances. 

But we believe there is merit in the idea that “favorable” and “unfavorable” 
balances, or loanfund hoarding and dishoarding, inaugurate changes in the vol¬ 
ume of moneyflows. Indeed, we contend that this is a sound idea, if only we take 
the balances not in an absolute sense but in the light of what has gone before. We 
propose to distinguish between the hoarding that accompanies a greater decrease 
in ordinary expenditures than in ordinary receipts and the hoarding that 
accompanies a smaller increase in ordinary expenditures than in ordinary re¬ 
ceipts, and to make a similar distinction in the case of dishoarding. Thus we have 
to take account of four possibilities for any transactor group: 3 

Active hoarding— stinting plus hoarding Passive hoarding —the hoarding that 

accompanies an increase in receipts and 
a slower increase in expenditures 

Passive dishoarding—the dishoarding Active dishoarding —dishoarding plus 

that accompanies a decrease in receipts increased spending 

and a slower decrease in expenditures 

In general the two entries in the right-hand column characterize an expan¬ 
sion phase of the business cycle, the two in the left a contraction phase. The 
two entries on each line specify financial moneyflows that are in the same 
direction. In the case of each of the two shorter entries the transactor ordinar¬ 
ily takes the initiative. In each of the other two, the initiative rests for the 
most part with others. 

If we can distinguish these four modes of behavior we may say that dis¬ 
hoarding plus increased spending makes for an expansion in the volume of flow 
in the main circuit, and that stinting plus hoarding makes for a contraction. But 
we must say also that the hoarding that results from slowly increased spending 
and the dishoarding that results from slowly decreased spending do not have 
these effects. 
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To explore (he implications of these distinctions it is convenient to think of 
transactors in terms of a three-party system, the three parties being called respec¬ 
tively bulls, bears, and sheep. Bulls are transactors who dishoard to increase their 
spending. They are active dishoarders. Bears are those who stint and hoard. They 
are active hoarders. 4 All other transactors are sheep. Ordinarily sheep will be 
increasing their expenditures so slowly that they hoard when the volume of 
moneyflows is expanding; and they will be decreasing their expenditures so 
slowly that they dishoard when die volume of moneyflows is contracting. They 
are passive hoarders and passive dishoarders. A transactor may change his party 
affiliation as often as he likes, but we suspect that most transactors will be sheep 
most of the time. 

To the question. How do increases and decreases in moneyflows take place? 
we answer then: Mainly and immediately through the decisions of individual 
transactors about their ordinary expenditures. Each transactor, within the limits 
set by his net loanfund balance receivable and his credit standing, can elect to 
increase his ordinary expenditures, even though there is no increase in his ordi¬ 
nary receipts—that is, he can elect to be a bull (active dishoarder). Or he can 
elect to be a bear (active hoarder). 

Our hypothesis implies that changes in active cash balances are a conse¬ 
quence of and a necessary condition to changes in moneyflows, not a cause. The 
increased spending of a bull results from a decision by the bull. The decision is 
made possible by his ability to dishoard. His dishoarding may take the form of 
drawing down his cash balance or borrowing from or selling securities to banks. 
The hoarding of other transactors may take the form of increased holdings of 
cash or may take other forms. 

Much of the time the question whether moneyflows will increase or decrease is 
determined by whether the bulls (active dishoarders) or the bears (active hoarders) 
predominate. But the bulls and the bears alone do not fix the entire amount of the 
increase or decrease. When a cyclical increase gets under way, it tends to become 
cumulative, i.e., sheep may keep the expansion in their ordinary expenditures 
nearly abreast of the expansion in their ordinary receipts. On tire downswing, too, 
we must allow for the influence of the sheep. Contraction of moneyflows is 
perhaps even more likely to be strongly cumulative than expansion. 

The bulls (active dishoarders) may be in evidence throughout an entire cycli¬ 
cal upswing and the bears (active hoarders) throughout an entire downswing, or 
they may not. But we should probably allow also for the possibility that during 
both an expansion and a contraction practically all transactors may approximate 
the status of sheep at the same time, no one taking the initiative either by 
increasing his expenditures much more rapidly than his receipts increase or by 
decreasing his expenditures much more rapidly than his receipts decrease. Stint¬ 
ing plus hoarding and dishoarding plus increased spending are particularly likely 
to be operative at the turning points in the cycle. 

If our hypothesis is correct, the different parties should exhibit distinctive 
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moneyflow patterns. Do they? Are they distinctive when we have moneyflows 
accounts for ten sectors on an annual basis, as in our data? To the extent that a 
transactor group includes members of all three parties at the same time, we may have 
trouble; we could reasonably expect to do better with a larger number of sectors. A 
more urgent consideration may be that transactors are likely to change parties in 
midyear. Quarterly data should help materially. But even in the data at hand there are 
striking party differences, as can be seen from Figures 8.1 through 8.4. 

The summary moneyflows account of each sector appears in two parallel 
grids, dispositions of money at the left, sources at the right To facilitate compar¬ 
isons between sectors, transfers are always in the left-hand grid, net receipts 
appearing as a negative disposition of money. Similarly, the net financial flow is 
always at the right and net money advanced or returned to others shows as a 
negative source. The sum of the two ordinates in the left-hand grid equals the 
sum of the two ordinates in the right except for the discrepancy in the account. 

We should expect to distinguish the parties that exercise active discretion 
over moneyflows—the bulls and the bears—chiefly (1) by increments and dec¬ 
rements in gross national product expenditures that are larger than the incre¬ 
ments and decrements in product receipts minus expenditures n.e.c.; and (2) by 
a similarity between the patterns of the curves portraying gross national product 
expenditures and net money obtained through financing. However, we should 
be prepared to add in net transfer expenditures for a sector that has a large 
amount of discretion over this type of moneyflow, and to take cognizance, in 
locating discretion, of any important discretion a transactor—such as the Fed¬ 
eral government—may exercise over its net product receipts (product receipts 
minus nonfinal product expenditures). 

We should expect to distinguish the sheep chiefly by increments and decre¬ 
ments in product receipts minus expenditures n.e.c. that are larger than those in 
gross national product expenditures, and by a negative relationship between net 
product receipts and net money obtained through financing. But some allowance 
may have to be made for the discretion exercised over transfers. 

The most striking feature of the charts is that the Federal government stands 
out clearly as an active discretionary party most of the time. When we take into 
account that the net transfer payments curve reflects the veterans’ bonus in 
1936 and declines in 1937 partly because the bonus did not recur and partly 
because social security tax collections began (only the collections from house¬ 
holds affect the transfer curve), we can fairly say that the Federal government 
exercised an active, substantial discretionary influence on moneyflows in each 
of the seven years. 

The case for identifying other sectors in an active, discretionary role is less 
strong. Apparently the rest of the world belongs in this category during most of 
the seven years, but its influence on our moneyflows is not very great. There is a 
definite suggestion also that industrial corporations were bulls in 1937 and bears 
in 1938, but we should certainly need to qualify any such interpretation by the 
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Figure 8.2 QNP Expenditures and Other Moneyflows (net) 
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Figure 8.3 GNP Expenditures and Other Moneyflows (net) 
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Figure 8.4 GNP Expenditures and Other Moneyflows (net) 
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proviso that quarterly data might make the timing in this period look quite 
different 

When we try to identify die passive sheep sectors, the most obvious case is 
households. State and local governments also appear to qualify throughout a 
major portion of the seven years. In general, gross national product expenditures 
move with, but less sharply than, net product receipts. For households most of the 
time there is a negative relation between distributive share receipts, etc., and net 
money obtained through financing. During World War II we can identify three 
other groups as sheep: industrial corporations, business proprietors and partner¬ 
ships et al., and farms. But in the first two cases we should recall that markets 
were not free; gross national product (capital formation) expenditures declined in 
1942 (contrary to the pattern we have outlined) because of wartime restrictions. 

On the whole we believe these charts show that on our hypothesis one can do 
a good deal even with annual figures to identify those who actively exercise 
discretion over their moneyflows, insofar as the period under review is con¬ 
cerned. But we concede that it is a rather special period. It remains to be deter¬ 
mined whether a longer time span and greater derail will continue to afford this 
kind of confirmation for our hypothesis. If it does, the hypothesis may prove an 
extremely useful tool for current business analysis. 

We have said nothing so far about the discretion exercised by banks and U.S. 
monetary funds, because their ordinary transactions are so small and because we 
have focused attention on the discretion a transactor exercises over his own 
moneyflows. We shall take up next the discretion of banks and U.S. monetary 
funds over the moneyflows of other transactors. This is by no means all we 
would need to do to trace the various ways transactors condition one another in 
exercising discretion over moneyflows. But it is the most crucial missing piece in 
our picture. We shall pass over the rest, including other channels of government 
influence over the moneyflows of private transactors and including the influ¬ 
ences of price changes on cyclical changes in the volume of moneyflows. 

Short Guide to Copeland’s Terminology 

moneyflows: a transactor’s receipts and expenditures on goods, services, and 
transfers, and his net financial receipts or expenditures. Also: sources of funds 
(credits) and dispositions or uses of funds (debits) arising out of transactions, 
loanfund balances: a transactor’s holdings of financial assets (including money) 
and financial liabilities. 

net loanfund balance: a transactor’s holdings of financial assets less financial 
liabilities. 

statement of payments and balances: a sector flow-of-funds account Part I 
includes ordinary receipts and expenditures and the change in the net 
loanfund balance. Part II includes the loanfund balances and computation of 
the change in die net loanfund balance. 
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ordinary receipts: nonfmancial receipts; receipts on account of goods, services, 
and transfers. 

ordinary expenditures: nonfmancial expenditures; expenditures on account of 
goods, services, and transfers. 

main money circuit: moneyflows that play a substantive part in overall eco¬ 
nomic adjustments. So-called technical transactions are excluded. Also: the 
set of transactions measured by the moneyflows account Also: the sum of 
ordinary and financial dispositions (uses) of funds by all sectors, 
money obtained: the increase in a transactor’s financial liabilities, 
money advanced: the increase in a transactor’s financial assets, 
source of money: accounting credits reflecting nonfinancial receipts and in¬ 
creases in financial liabilities. Also: sources of funds, 
disposition of money: accounting debits reflecting nonfinancial expenditures 
and increases in financial assets, including currency and deposits. Also: uses 
of funds. 

Notes 

1. Various terms used in this reading are defined in the glossary at the end of the 
selection—Ed. 

2. The view of the money circuit outlined here is on the whole very similar to that 
taken by J.R. Hicks in his Value and Capital (London: Oxford University Press, 1946). 
But with the moneyflows accounts for eleven sectors before us we must be specific on 
many points on which he makes no explicit commitment 

3. It may be contended that this language lacks generality, that in the first two possi¬ 
bilities “hoarding” should be replaced by “increased hoarding or decreased dishoarding” 
and that in the other two “dishoarding” should be replaced by “increased dishoarding or 
decreased hoarding.” Technically this contention is valid. But the cost in cumbersomeness 
of expression that these amendments would entail seems to us far greater than the small 
gain in increased generality. 

4. The precise definitions of these types of behavior depend in part on the length of 
the fiscal period and the transactor groupings. A sector is classed as an active dishoarder 
when (a) the current year's financial flow is a source of money and (b) total ordinary 
expenditures for the current year are larger than in the preceding year. A sector is classed 
as an active hoarder when (a) the current year's financial flow is a disposition of money 
and (b) total ordinary expenditures for the current year are less than in the preceding year. 



Stephen P. Taylor 


Flow-of-Funds Projections 

( 1963 ) 


The title of this paper is misleadingly general. It gives the impression that several 
separate forms of flow-of-funds analysis have been developed to further central- 
bank policy formation and that these are to be listed systematically here. This is 
not the case. The following pages are concerned almost exclusively with using 
flow-of-funds data in short-run projections of future financial flows. This is not 
because projections are the only use that we have been making of flow-of-funds 
accounts but rather because it is the one application so far that recognizes the 
nature of the accounts as a closed system for die economy as a whole. 

As a closed system—that is, one that covers all transactions both as payments 
and as receipts—flow-of-funds accounting is a framework for macroanalysis in 
which everything depends on everything else in the economy to some extent. 
Macroforms of analysis have not been spectacularly successful in predicting 
events lately, but they nevertheless have strong appeal, in that they recognize 
interrelations among parts of the whole explicitly. These interrelations are partic¬ 
ularly important when financial transactions are involved, since financial flows 
tend to be more volatile than nonfinancial and have erratics that reverberate 
throughout the system. 

Flow-of-funds accounting has always been intended for macroanalysis and 
still is, even though, until now, algebraic systems have been of only die most 
rudimentary forms. Several kinds of work are under way at present in algebraic 
terms, and these projects or their successors are undoubtedly the most fruitful 
way to state simultaneous relationships in financial markets that we have been 
trying to express in words for years. Until that work comes to something, how¬ 
ever, the most interesting form of flow-of-funds analysis in a macroeconomic 
framework still appears to be the projection work that I take up here. 


Reprinted, with permission, from Stephen P. Taylor, “Uses of Flow-of-Funds Accounts 
in the Federal Reserve System,” Journal of Finance 18, no. 2 (May 1963): 249-58. 
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Relation to Other Projection Forms 

Flow-of-funds projections are an extension of the standard form of balanced 
income-and-product projection into financial markets. In an accounting sense, 
the only constraint on the usual income-and-product projection is the require¬ 
ment that total income equal total product for the economy as a whole. Then, if 
die definitions used in the system are consistent, it turns out that total projected 
saving also equals total projected investment 

The usual exercise of this type goes into enough detail on distribution of 
factor income and composition of demand to indicate a division of total saving 
into personal, business, and government Less frequently it is possible to see a 
corresponding division of investment demand among die three sectors. But that 
is as far as such projections go. That saving equals investment necessarily impl¬ 
ies that saving finances investment either directly or by roundabout routes in 
financial markets. Standard income-and-product projections disregard the ques¬ 
tion of routes of financing, however, and thus disregard any interaction that may 
be present between income-and-product conditions and financial-market condi¬ 
tions—as reflected in interest rates and credit availability. The implication is 
only that the projected level of investment can be financed one way or another, 
since an equal amount of saving has been projected to exist. 

Flow-of-funds projections undertake to spell out the types of financial flow 
that carry funds from where they are saved to where they are invested and to 
record the financial claims established by these flows. A good many such types 
of flow can be distinguished—for example, self-financing, such as through re¬ 
tained earnings and depreciation allowances; direct lending, such as through 
individuals’ purchases of securities in financial markets; intermediation, in 
which individuals put their funds with institutions in the form of deposits and 
insurance reserves, and the institutions then purchase securities; bank lending 
through money-supply creation; government lending activities; and international 
capital flows. The list could be extended to tedious length. Beginning with the 
single statement that saving equals investment, flow-of-funds projections articu¬ 
late such financial flows to any level of detail that appears appropriate in the 
circumstances of the question at hand. 

Financial-flow projections are certainly not new with the flow-of-funds ac¬ 
counts on either a sector or a market basis. The Treasury was making such 
projections during World War II as part of its debt management operations, and 
projections of flows into and out of various private credit markets have been 
made for many years by Bankers Trust Company; the Life Insurance Association 
of America; and Scudder, Stevens, and Clark, to mention the most prominent 
examples. These have tended to be market projections aimed at the following 
question: If banks and other financial institutions put such-and-such an amount 
into corporate bonds or mortgages or whatever the instrument may be, how much 
must private investors put into that market in order to meet the projected demand 
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for funds by borrowers? There have also been a good many sector projections 
over tire years—any forecast of tire balance of payments statement is one, as is a 
projected sources and uses of funds statement for corporations or, for that matter, 
die federal budget 

The difference between flow-of-funds projections and these others is essen¬ 
tially that the flow-of-funds form attempts to project all markets and all sectors 
simultaneously. The point is made most graphically by the matrix form of the 
accounts that we publish with the time-series tables each quarter. The matrix 
tables get relatively little attention, since they are an inefficient source from 
which to pull numbers out of the accounts, but they are no less than essential for 
understanding the nature of the system and for setting up any broad form of 
analysis in the accounts. In terms of the matrix, the market projections I have 
mentioned put numbers into some set of the financial-transaction rows of the 
table and force a balance of sources and uses of funds horizontally. The sector 
projections force a balance in one or another columns—for example, the rest-of- 
the-world column in a balance of payments projection. 

In these terms, the essence of the flow-of-funds projections we have been 
making is that they attempt to force a balance among projected transactions in all 
rows and all columns simultaneously. Thus saving projected for each sector must 
equal investment by that sector and, at the same time, be an element of total 
saving projected for the economy as a whole. Similarly, consumer purchases of 
government securities must coordinate simultaneously with consumer sources of 
funds available for security investment, with total issues of governments, and 
with the amounts bought by other sectors. 

Projection Procedure 

Technically, the job of the accounts is no more than this policing function of 
maintaining consistency. The projection numbers themselves must come from 
whatever evidence is deemed useful as to propensities to spend, save, borrow, or 
lend. Thus, working on a sector basis, the income-and-product accounts can take 
us a considerable distance toward the completed projection. 

For the consumer sector, as an example, a usual form of income-and-product 
projection can give us both personal saving and spending for durables and 
houses. The durables and houses projections are then the main basis for estimat¬ 
ing consumer borrowing within a fair range of accuracy. We have at this point a 
projection of all sources of funds for consumers’ capital account—saving and 
borrowing—and their nonfinancial investment uses. Using as the next step the 
identity equation that total uses of funds by consumers equal total sources of 
funds, we immediately have a total for consumer financial investment residually 
without looking at any other sector of the economy. We can proceed thence to 
allocate total financial investment among types—securities, insurance, savings 
accounts, and cash—using such behavioral information as we have on house- 
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holds, together with the income estimates of die model and a few broad assump¬ 
tions about monetary and debt-management policy. The result is a complete 
projection of households’ aggregate capital account giving both sources and uses 
of funds. 

Such a procedure is, in fact, the first step in constructing a flow-of-funds 
projection for households, and it is at this stage that substantive propositions 
about individuals’ propensities to invest in various forms of asset are brought 
into the picture. Such propositions concern demand for cash balances, effects 
of interest rates on savings-account demand, flows of equity capital into 
noncorporate business, and effects of financial asset structure on demand for 
securities. The flow-of-funds contribution to such questions consists of a 
body of aggregative historical data that can be examined in a number of 
ways, econometric and other. 

These data are not sufficient in themselves for solid analysis of the questions, 
since they are highly aggregative and since they refer to the past, not the future. 
Outside information on expected trends in distribution of income, consumption, 
saving, and wealth and on family structure are all highly relevant, particularly for 
long-term projections. Trends and relationships implicit in the historical figures 
must be modified for the future by whatever changes in household propensities 
are evident in such material on economic structure. 

So far, however, this is standard projection procedure, done within the con¬ 
straint that total household uses of funds equal total household receipts. In flow- 
of-funds projections, corresponding balanced statements are put together for 
business, governments, and foreigners. Financial intermediaries’ receipts (mainly 
deposits and insurance reserves) are then residually the sum of such flows esti¬ 
mated from the asset or uses side for nonfinancial sectors. Intermediaries’ lend¬ 
ing is correspondingly a residual at this point: total borrowing in each form of 
financial instrument—government security, corporate bonds, mortgages, and so 
forth—less lending in such forms already projected for consumers, business, 
governments, and foreigners. If the arithmetic of the matrix has been done cor¬ 
rectly, intermediaries’ lending also turns out to be closely equal to their receipts; 
balance of flows has been maintained in the economy, and the projection is at 
least internally consistent. 

At this point when the last figures are being inserted in the projected matrix, 
however, it frequently becomes apparent that the combination of “reasonable” 
projections for the nonfinancial economy has resulted in a grotesque pattern of 
flows for banks and intermediaries—too little or too much growth in money 
supply and other liabilities or too much of security types that these institutions 
have little interest in and not enough of the types they concentrate on, such as 
mortgages for savings banks. This discovery starts a round of successive adjust¬ 
ments of individual transaction projections, within the matrix constraint, in order 
to permit a more sensible structure of financial flows through intermediaries. All 
types of transactions and sectors are open to alteration in this process if the 
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changes help to improve the total picture. The original income-and-product 
model itself may, in fact, need modification; when this occurs, the meaning 
of the first version of the matrix is that the model cannot be financed through 
reasonably normal means as it stands and hence is not a real possibility for 
the future. 

This process of successive adjustment throughout the matrix is the most 
purely macroeconomic stage of a flow-of-funds projection. It is at dris stage that 
the projection for household financial investment, for example, is given color 
beyond what is possible by looking only at behavior patterns. All the adjustments 
made at this stage are deviations from what had appeared most reasonable at the 
start for each sector viewed in isolation. The process amounts to warping the 
original sector projections into consistency with one another while leaving each 
still within the bounds of plausibility. 

Such a process—that is, a full macroeconomic projection—is worthwhile 
most particularly when the economy is expected to depart sharply in some re¬ 
spect from the recent past, either in composition of GNP demand or in form and 
structure of credit demand. The year 1959 represented such a departure for the 
United States, since it presented the rare combination of a large federal deficit 
and high private investment spending. Projections of unusual situations of this 
kind inevitably imply unusual patterns of financial flow, without indicating spe¬ 
cifically the patterns to be expected. Single-sector projections under these cir¬ 
cumstances are almost always too conservative in pointing to new extremes, 
either high or low, in financial flow, since we all have a strong reluctance to 
make projections that go outside the range of historical experience. Placing 
borrowing demand up against supply of funds within die matrix often forces us 
to make such ventures into new territory, however, in order to keep all sectors 
together somewhat closer to die range of flows we have been accustomed to. 

Present Position of Projections in Current Analysis 

Up to this point I have tried to indicate the peculiar nature of flow-of-funds 
projections at the Board of Governors without saying what the projections are 
used for or are intended to show. The first thing to understand about these 
projections is that they have no official status whatsoever as a framework or 
guideline to policy formation. I would have committed a grievous error if anyone 
were to have the impression that the Board or the Open Market Committee hangs 
its decisions on the latest projection of inflation, depression, or stability emanat¬ 
ing from their flow-of-funds staff. The projections are typically put together by a 
small group within the Board’s research division and presented to various audi¬ 
ences inside and outside the system as no more than the work of that small 
group. They are, in general, not negotiated projections in the sense that some set 
of specialists or agencies must endorse the final figures as acceptable. 

Moreover, the projections are not presented to anyone as forecasts. The dis- 
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tinction between a projection and a forecast inevitably becomes a little muddy as 
the work proceeds and has become a pretty old joke at the Board. The distinction 
nevertheless exists and matters to those making die projection. The key to die 
distinction is that a projection always starts from a small set of explicit assump¬ 
tions about future events, and die body of the projection consists of no more than 
a working-out of the consequences of these assumptions for die period covered. 
In a formal sense, that is, the projection is a form of simulation exercise: If 
such-and-such a set of events is premised to occur, what other events will also 
take place as part of the same system? 

The assumptions that constitute the premise of the exercise deal mainly with 
GNP demand components, and to the extent possible they are based on promi¬ 
nent public sources, such as Treasury budget documents and surveys of plant- 
and-equipment spending plans. These public sources are not always completely 
plausible, from the staffs viewpoint, as forecasts of what will happen. They 
nevertheless represent a common ground of information for those who follow 
current developments closely, and the arguments in favor of projecting from that 
common ground have always been persuasive enough in the past to override any 
proposals to substitute more realistic estimates of future transactions. 

In general, of course, the assumptions have had considerable relation to real 
expectations, and die projections have correspondingly had some suggestion of 
forecast about them. The formalism of the assumptions is nevertheless important 
to the operation at this stage, since the techniques available for working out the 
projection—that is, for developing the consequences of the premise— are still 
primitive and subject to extensive further experimentations. The position of die 
projections in the Board’s work is correspondingly modest. The projections are 
viewed as an exploratory activity that does or does not show promise, depending 
on whom one speaks to, and that circulate in the system as one of many kinds of 
information that might be relevant to assessing the current situation. 

The projections we have done so far—there have been about eight in the last 
5 years—have been short-run, reaching no farther than 18 months into the future. 
There is nothing in the system that prevents long-run projections—5 or 10 
years—and, in feet, the procedure described here has already been used to pro¬ 
ject financing arrangements for a 5-year development plan for a country in the 
Far East. The subject has not yet come up seriously at the Board, however, and 
there has been quite enough in the short run to keep us busy up to now. 

The aim of the projections, stated narrowly and loosely, is to depict the 
volume and structure of financial-market flows that could be expected for the 
coming year or so on the basis of the postulated assumptions about GNP demand 
that I mentioned earlier. The financial flows so derived can then be read for the 
signals they carry as to movements in interest rate structure, other forms of 
financial market pressure, and subsequent shifts in demand and supply. 

Stated this way, the purposes of the projections are similar to those of the 
Scudder, Stevens, and Clark, Life Insurance Association of America, and Bank- 
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ers Trust projections. There are essential differences, however, between financial 
projections made from the central bank’s point of view and those from private 
investors’ viewpoint The basic difference is that private investors must try to 
predict by some means or another, what monetary policy will actually be in the 
face of projected credit demands, whereas a central bank projection might val¬ 
idly be expected to indicate what monetary policy ought to be in die face of these 
credit demands. This difference is critical in stating die purpose of the projection. 
In the private case, the purpose is to forecast movements in interest-rate levels 
and structure, given die projected interactions between credit demands and mon¬ 
etary-management actions. In the central-bank case, the purpose would be con¬ 
versely to determine some form of instrumental action that looks consonant with 
the projected demand conditions. 

Assumptions and Procedures 

I have deliberately overstated the goal of a central-bank projection here, in order 
to bring out the contrast with private projections. The projections should obvi¬ 
ously, like any other economic information, give some indication of a reasonable 
course for future monetary policy, but we cannot expect diem to spell out in 
dollar terms the optimal course of action. In practice, rather, die most that can be 
asked is that, among the assumptions that we start from, there be some statement 
of the nature of monetary policy during the projected period. Such a statement 
might refer to money-supply movement, bank reserves, or even as limited an 
area as net open-market purchases of governments. Putting the assumption in 
terms of interest rates is one of this class of statements, although a relatively 
complex way to put the assumption. The form used for a monetary policy as¬ 
sumption is among die most critical aspects of the projection job and could easily 
be the subject of a paper by itself. It is one of the major points in the projection 
that makes the result hypothetical rather than a forecast, since the whole con¬ 
struct hinges on an “if” statement, that is, what would happen if monetary policy 
were to take the course specified as a premise? 

There is no requirement, of course, that the policy assumption be realistic. We 
can validly run through a projection exercise in which policy actions are as¬ 
sumed to take any form we wish, whether procyclical, anticyclical, or neutral. 
Such exercises can be educational in a number of ways, to the extent that we 
have any statistical basis for following through on the assumption used. This is 
simulation work in a fairly pure form, and such possibilities bring out sharply the 
distinction between projections and forecasts. 

The procedures we have used for developing die basic input elements of a 
projected matrix are still far from standardized. As I indicated earlier, we have 
not had systematic algebraic models underlying our projections, either for parts 
or altogether. Starting with the key assumptions mentioned earlier, our projec¬ 
tions have taken form first as a cut-and-paste form of GNP model, that is, one in 
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which the assumed demands are integrated with other forms of demand and with 
income by successive approximations that result finally in a set of accounts that 
is both balanced as between income and product and that is plausible in all its 
parts. That model then becomes die starting point for a financial-market projec¬ 
tion that is similarly worked into consistency by successive adjustments. For the 
financial part of the model, consistency and balance must be not only internal to 
die financial system but in relation to the GNP projection as well. 

Dozens of individual relationships among income, spending, borrowing, and 
financ ial investment have been used from time to time in setting up die complete 
projection, but not in any integrated fashion that might be fed direcdy to a 
computer, for instance. This is not to say that an algebraic system should not 
have its place in the operation, but only that it has not had it so far. Setting up 
first versions of both the GNP and the financial parts of the system have been 
time consuming and for many of the parts fairly mechanical, and it is tempting to 
imagine a set of equations that would do much of this first-order business for us. 
The Federal Reserve is hardly prepared yet to run its affairs on the basis of an 
econometric model or even to listen to projections that are no more than that I 
suspect, however, that a simple system could be devised that would trace through 
many of the first-round routine details of the calculation just about as well as 
people can. That possibility is still to be explored. 

Quality and Usefulness of Projections 

There remains the question of quality of projections as evidenced by postmortems. 
With eight or more projections behind us now, there is enough material at hand 
to present a concise statistical study of the relation of our projections to actual 
events. We have not done such a study, however, partly because of the concep¬ 
tual problems in stating a relation of projection to actuality. An immediately 
evident problem here is that the projection has a great many degrees of freedom 
and can deviate from events in an equal number of dimensions covering most of 
the elements of both the GNP and financial projections. This means that we need 
some efficient form of summary for the structure of differences, one that has 
meaning and can be grasped fairly easily. 

A more substantive problem in postmortems is the hypothetical aspects of the 
projection. As I mentioned earlier, the assumptions that are die starting points of 
the exercise are not always completely believable, and they are, in fret, fre¬ 
quently not borne out by events. A real postmortem in these circumstances 
would consist of substituting diets for assumptions at the relevant points and 
reworking the projection de novo, but this is a test that is not practicable for other 
than purely algebraic models. 

Ignoring these insoluble problems, we can still make a few generalizations 
from our experience. One is that most of the projections have provided a useful 
indication as to whether credit demands would be high or low, both in absolute 
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terms and relative to investment spending and government fiscal balances. Pro¬ 
jections for 1959, for example, showed sizable increases in private as well as 
federal borrowing and concluded that much of the increase would have to be 
absorbed by private investors’ security purchases. Such in fact occurred, but— 
and this leads to the second observation—we have shown the common tendency 
to underestimate the volatility of financial flows, and for 1959 we fell far short in 
our projection from the rise now in our figures. It is broad shifts of this kind, 
both in credit demand and in forms of credit supply, that appear to be validly 
indicated by projections of the type we have used. 

Forcing the projections into a flow-of-funds mold has unquestionably been 
useful in projecting unusual market conditions. Projections made without the 
balance constraints of the matrix have tended to be even more bland in their 
parts—that is, more conservative in departing from trends—than those put into 
the matrix. Using the matrix, we have frequently been uncomfortable about the 
extreme estimates we were forced to project for key cells, only to find, as I just 
mentioned, that our projection was actually more conservative than it should 
have been. The matrix is an awkward form of table, and its interlockings are not 
easy to see at a glance. But it states an important aspect of the workings of die 
economy, and, as we use it, we see more and more clearly one of the ways in 
which everything depends on everything else in two days, as Bob Solow once 
put it. 
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John C. Dawson 

Measuring the Saving-Investment 

Process 

( 1964 ) 


Contemporary monetary economics is just beginning to explore the process by 
which saving is placed with the financial system, passes through various finan¬ 
cial markets and institutions, and thence flows into real investment For most 
economists the mechanics of this process still remain hidden behind Keynes’s 
consolidated saving-and-investment account The task of this note is to present a 
saving-investment process scheme designed for analysis of die U.S. financial 
system and to define the scheme statistically in terms of flow-of-funds data. 

A Proposed Scheme 

Figure 10.1 presents a schematic view of the saving-investment process. At die 
right the diagram shows private saving as flowing either into the internal financ¬ 
ing of real investment or into ultimate lending, a term we adopt for placement in 
financial claims. Ultimate lending flows directly to federal or private borrowing 
or is placed with banks and other financial institutions. The funds in turn ad¬ 
vanced by financial institutions, together with the flows direct from ultimate 
lending, are the sources for the external financing aggregates, private and federal 
ultimate borrowing. Real investment, at die left, is financed by private ultimate 
borrowing and by internally placed saving. And the federal deficit is financed by 
the federal borrowing that is not returned to the system. 

Some brief comments on this version of the process before we proceed. In 
effect the saving-investment account is here split down the middle, its two halves 
separated to the right and left, and the financial system inserted between. As a 

Excerpted from John C. Dawson, “An Analysis of the Saving-Investment Process, 
1953-62” (unpublished paper, 1964): 1-4. 
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Figure 10.1 Saving-Investment Process 
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result we see die placement of saving and die financing of investment as two 
distinct activities. But they necessarily articulate; whatever saving is placed with 
the financial system necessarily provides external financing of investment Fur¬ 
ther, because saving and real investment are both nonfinancial variables, 1 the 
financial markets are linked to die real economy at each end of the scheme. This 
linkage is on a flow basis, as we customarily analyze the nonfinancial economy, 
and is alternative to the linkage based on an aggregate balance sheet 

An important feature of the scheme is its method of separating internal from 
external finance. Often die difference between saving and real investment is 
taken as measuring the volume of funds placed with or obtained from die finan¬ 
cial system by a particular sector. This may be called the net view of external 
finance because implicitly it nets debt issue and claims acquisition. This conven¬ 
tion is not appropriate for macroeconomic use; since debt issue is equal to claims 
acquisition in the aggregate, this rule implies that real investment as a whole is 
entirely financed internally—with no resort to the financial system. 

The saving-investment process adopts grosser measures of external finance. 
A private sector’s acquisition of claims measures its placement of saving with 
the financial system (ultimate lending), the rest of saving being internally 
placed; a private sector’s debt issue measures external financing of real invest¬ 
ment (ultimate borrowing), any remainder being internally financed. 2 For the 
economy as a whole (apart from discrepancies), aggregate internal placement 
equals internal financing, and ultimate lending equals ultimate borrowing, as 
indicated in Figure 10.1. 

The federal government is treated differently from die private sector. By conven¬ 
tion die federal government has no real investment; die federal deficit measures the 
financing task. The deficit is financed by federal security issues, but such federal 
borrowing—unlike private borrowing—is viewed as partly for the purpose of re¬ 
lending. Hence die feedback flow to ultimate lending in Figure 10.1. Federal ulti¬ 
mate borrowing, which finances the deficit, is net of federal lending. 3 

Banks as well as nonbank financial institutions are regarded as intermediar¬ 
ies—that is, as gathering surplus funds and transferring them to those with bor¬ 
rowing needs. This role for banks is a logical corollary of the saving-investment 
process idea. If saving placed into c laims is to be viewed as passing through the 
financial system to finance investment, then we must account increases in cur¬ 
rency and bank deposits consistent with other financial institution claims—that 
is, as saving entering the banking sector. The familiar distinction between invest¬ 
ment financed “out of saving” and financed “by monetary expansion” has no 
place in the saving-investment process. 

We hasten to add that this social accounting treatment of the banking sector 
and, indeed, any of the other treatments adopted in Figure 10.1 do not commit us 
to a particular causal interpretation of the process. In particular the arrows on the 
diagram must not lead us to conclude that saving decisions are the ultimate 
determinants of financial affairs. These arrows simply indicate the direction of 
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the flows of funds—for example, from lender to borrower. The size of the flows 
can be determined either by borrowers or lenders or both. Thus causal forces can 
move in either direction in Figure 10.1. 

A Statistical Specification 

We wish now to define the saving-investment process operationally. We do so in 
two steps: first, by identifying the flows in our scheme on a condensed flow-of- 
funds matrix (Figure 10.2), and second by specifying the derivation of Figure 
10.2 from the standard flow-of-funds matrix. The technical details of our mea¬ 
surements thus will be those of the flow-of-funds accounts. In addition to ease of 
specification, this method ensures proper completeness and accounting unifor¬ 
mity in the estimates. 

To obtain the necessary variables, four sectors are required in Figure 10.2: the 
banking system (commercial banks. Federal Reserve Banks, Treasury Monetary 
Funds), nonbank financial institutions (saving institutions, insurance and pension 
funds, and miscellaneous finance), the federal government, and a private sector 
covering the rest of the economy (consumers, nonfinancial business, state and 
local governments, and the rest of the world). Various types of transaction are 
also aggregated in Figure 10.2. The nonfinancial transactions of each sector are 
condensed into real investment and saving, the latter being nonfinancial receipts 
less current expenditures. The grouping of financial transactions provides an 
analysis into three broad financial markets: those for (1) intermediary claims— 
the liabilities of financial institutions; (2) federal securities; and (3) private 
claims—mortgages, consumer credit, corporate securities, bank loans, etc. 

All of die flows in Figure 10.1 are keyed to the italicized cells in Figure 10.2 
by row letter and column number. And we note that each of the Figure 10.2 cells 
finds a place on our scheme, apart from miscellaneous transactions and the 
saving and real investment of the financial sectors. The saving-investment pro¬ 
cess scheme thus provides a means of interpreting the movements over time in 
the matrix flows. 

The main technical problems in transforming the standard flow-of-funds ma¬ 
trix into Figure 10.2 focus on this question: How can transaction-type data be 
modified toward the to-whom/from-whom form of the saving-investment pro¬ 
cess? Combining sectors and transaction types by condensing the matrix takes us 
a good deal of the way in this direction. In addition, the three main types of 
financial transaction are defined so that private cl aims are entirely issued by the 
private sector and are the only financial source for that sector, and so that similar 
relations exist between federal securities and the federal government, and inter¬ 
mediary claims and financial institutions. This reduction to zero of a number of 
the Figure 10.2 cells is accomplished either by shifting offending transactions 
among the three main transaction groups or into the miscellaneous category. 
Examples of such adjustments are (1) the shifting of the government liability on 
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Note: See Figure 10.1. 

* Households, nonprofit, enterprises, provincial and local government, and rest-of-world. 
b Central bank, commercial banks, and treasury monetary funds. 
c Currency and demand deposits, time and saving accounts, and saving through Rfe insurance 
and pension funds. 

Notes to Figure 10.2 

Figure 10.2 is a condensed and adjusted flow-of-funds matrix. The condensation is specified 
in Part I, the adjustments in Part II. The data in the matrix are for the United States for the 
fourth quarter, 1962, derived from a four-quarter-centered moving average. 

Part I. Condensation of Flow-of-Funds, Table 1, Federal Reserve Bulletin 

Figure IQ,2 FOF Tablet 


Private sector: Consumer and nonprofit, farm, noncorporate business, corporate 

business, state and local government, and rest-of-world sectors 
combined. 

Federal government: U.S. government sector. 

Banking sector: Commercial banks, Federal Reserve Banks, Treasury Monetary 

Funds sectors consolidated. 

Nonbank financial Savings institutions (mutual savings banks, savings and loan assoda- 

institutions: lions, credit unions), insurance companies and private pension plans, 

and finance, n.e.c. (security brokers and dealers, open-end investment 
companies, sales finance companies, eta) sectors combined. 

Saving: Gross saving. Federal government saving is shown as a use of funds, 

the federal deficit. 

Real investment: Private capital expenditures (plant and equipment, residential con¬ 

struction, consumer durables, inventory change). 

Intermediary claims: Currency and demand deposits, time and saving accounts, saving 
through life insurance and pension funds. The currency and demand 
deposit transaction account discrepancy is allocated to the private 
and federal sectors. 


Private claims: State and local obligations, corporate bonds and stock, 1-4 family and 

other mortgages, consumer credt, bank loans, n.e.a, and other loans. 

Federal securities: U.S. government securities, including U.S. savings bonds. 

Misc. and discrep., net Security credit, trade credit, proprietors’ net investment in noncorpo¬ 
rate business, miscellaneous financial transactions, gold and trea¬ 
sury currency. Sector discrepancies plus rounding errors. 


Part II. Adjustments to Flow-of-Funds Transaction Categories 


1. State and local government construction is added to private sector saving and real 
investment. 

2. Federal, state, and local government lability a/c life insurance and pension fund reserves 
is shifted from intermediary claims to miscellaneous. 

3. CCC-guaranteed bank loans are shifted from private claims to federal securities. 

4. Finance company open-market paper taken by corporations is shifted from private claims 
to intermediary claims. 

5. FHLB loans to savings and loan associations is shifted from private claims to intermediary 
claims. 

6. The following items (which it is presumed would wash in consolidating the banking and 
nonbank financial institution sectors) are shifted to the miscellaneous transaction category: 
a bank loans to nonbank financial institutions 

b. bank issue of corporate stock 

c. finance company paper issues not taken by corporations 

d. currency and deposits held by nonbank financial institutions 

e. finance, n.e.c., security issues. 
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account of life insurance and pension fund reserves into miscellaneous transac¬ 
tions and (2) the shifting of certain credit market instruments issued by financial 
institutions into intermediary claims. 

To eliminate flows between banks and other financial institutions, various 
transactions were moved to the miscellaneous category and netted. The proce¬ 
dure amounts to consolidating the accounts of die two groups of financial institu¬ 
tions, items that would wash being shifted to miscellaneous. In this way only 
flows between financial institutions and nonfinancial sectors remain in the itali¬ 
cized cells of Figure 10.2. Among die items affected here are bank loans to other 
financial institutions, bank deposits held by other financial institutions, and the 
security issues of investment companies. 

All these various adjustments to the basic flow-of-funds data are enumerated 
in the notes to Figure 10.2. 

Notes 

1. Investment here includes consumer durables and state and local government con¬ 
struction. No investment is attributed to the federal government Throughout the note 
investment and saving refer to gross rather than net concepts. 

2. We net the sector's sources and uses of funds account differently for each view¬ 
point To observe the placement of saving, we net debt issue against real investment; to 
observe the financing of investment, we net claims acquisition against saving. For any 
sector the two measures of internal finance (investment minus debt issue and saving 
minus claims acquisition) are equal, but the measures for external placement and external 
finance will ordinarily differ. 

3. State and local governments are treated as analogous to private sectors and are 
included with them. State and local construction, included in real investment, is financed 
by state and local borrowing; state and local government saving remains in private saving. 
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James S. Earley, Robert J. Parsons, and 

Fred A. Thompson 

Source and Use Analytics 

( 1976 ) 


The major theses of this paper are two: First, in a modem financial economy 
such as the United States, changes in credit flows are the primary financial 
variables causing changes in total money spending on goods and services. Sec¬ 
ond, in such an economy changes in die money stock as commonly defined play 
only a secondary role and are unreliable and indeed misleading as “targets” for 
monetary and credit policy. 

These theses are, of course, not revolutionary. In fact, they underlie that wide 
group of theories stressing interest rates and credit conditions as important vari¬ 
ables explaining changing expenditures. The stubborn problem is to make die 
case convincing, both theoretically and empirically. This first part sets forth a 
somewhat novel analytical approach and suggests its major implications for 
these and also “monetarist” theses. A second part [not included here—Ed.] pre¬ 
sents relevant empirical tests. 

The Basic Approach 

Our basic approach is to examine systematically how expenditures of goods and 
services are financed, using a widened version of sources and uses of funds 
(S&U) and flow-of-funds (FOF) analysis. Our S&U analysis is much broader 
than the usual type, which analyzes only certain financial aspects of capital 
accounts. Our sources and uses analysis embraces in principle all “expenditures” 
and “receipts,” whether on “capital” or “income” account, and uses S&U analy- 


Excerpted, with permission, from James S. Earley, Robert J. Parsons, and Fred A. 
Thompson, Money, Credit, and Expenditure—A Sources and Uses Approach (New York: 
New York University Center for the Study of Financial Institutions, The Bulletin, 3 
[1976]): 1-18. The extensive footnotes are omitted. 
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sis to help explain changing expenditures in the goods and services markets. This 
simple technique serves as a useful device to make sound choices between 
“monetarist” and “Keynesian” doctrines. 

Sources and Uses of Funds 

Sources and uses of funds can be classified in widely differing detail. From the 
standpoint of expenditure variation, the fundamental division, for both sources 
and uses, is between goods and services (G&S) and financial accounts. In a 
limited sense, receipts on goods and services account are the “normal and endur¬ 
ing” source and expenditures on goods and services are the normal use of funds 
for the microunit. But any microunit can also secure funds on financial account 
and can use funds on financial account rather than on goods and services. Such 
financial sources and uses, as we shall see, are peculiarly associated with chang¬ 
ing expenditures. 

Sources of funds on G&S account are here termed receipts (R); uses of funds 
on G&S account, expenditures (E). Sources of funds on financial account include 
the disposal of financial assets (FA) and borrowing. In an economy without 
credit, the only financial asset is money, and the only financial source of funds 
the running down of money balances. But in an economy with a credit system, 
newly borrowed funds and the disposal of nonmonetary financial assets created 
by earlier borrowing are additional sources of funds on financial account. In the 
modem economy, the disposal of financial assets includes: (a) the sale (or 
redemption) of financial assets that (normally) earn money income but are not 
directly usable for making payments (e.g., market securities, time claims on 
financial institutions); and (b) the running down of holdings of “money,” which 
is FA (normally) yielding no income but directly usable as a means of payment. 
We will label all nonmonetary FA as FAe, and money as M. In addition, funds 
can be secured by borrowing—i.e., by an increase in liabilities (Liab). (The 
floating of new corporate equity can be treated as “borrowing.”) 

Sources and uses of funds are each seen to constitute sets of which some 
elements are positive and others negative. S&U equations are therefore equations 
in absolute rather than algebraic values. We symbolize this by attaching appro¬ 
priate plus and minus signs to the elements. Thus total sources of funds for 
microunits or sectors are expressed as: 

(G&S) [Financial ] 

(R) + [(-AFAe) + (-AM) + (+ALiab)] 

Nonfinancial uses of funds comprise all E on G&S. Financial uses, like finan¬ 
cial sources, are classified into the acquisition of nonmonetary assets (+AFAe) 
and M (+AM), and the repayment of debt (-ALiab). 
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Financial Surpluses and Deficits 

The absolute value of uses (or sources) for each element or subset determines 
whether a microunit is in “surplus” or “deficit” with respect to that component. 
Similarly, a microunit may be in surplus or deficit with respect to its total G&S 
or total financial account But since total sources and uses must be equal, a 
surplus of E over R on G&S account must be balanced by an equal financial 
deficit and vice versa. 

These financial surpluses and deficits are the fiindamental elements in our 
analysis. They are the correlatives of saving and investment in modem income 
theory. “Running a financial surplus” means spending less on G&S during any 
period than received on G&S account (E < R), and devoting the difference to 
building up FA (including M), decreasing liabilities, or both. By doing this, a 
microunit tends to reduce aggregate expenditures on G&S (hereafter termed EE), 
since it pays over to others on G&S account less than it receives from them. 
Units running financial deficits (E > R), on the contrary, spend more on G&S 
than received on G&S account; this tends to increase EE. In general, when funds 
secured from financial sources are used on G&S account, EE (and normally also 
aggregate money income) tends to rise; when funds from G&S sources are used 
on financial account, EE and aggregate income tend to fall. 

Using the appropriate components of sources and uses of funds, an identity 
equation for any component source or use can be derived, provided it is specified 
that negative values for changes in FA denote a source, and negative values for 
changes in liabilities constitute a use. For example, the basic equation for the E 
for a microunit (or economic sector) is: 

E = R + K-AFAe) + (-AM) + (+ALiab)) 


It follows from this equation that a change in E by any microunit or sector can 
be “explained” by changes in its R and movements in its components on finan¬ 
cial account. An increase in its E may be “financed” by an increase in its R (i.e., 
increased receipts from others on G&S account), by an increased financial defi¬ 
cit, or by a decreased financial surplus. And changes in any component of the 
financial accounts (e.g., net lending) can be analyzed as resulting from changes 
in the other components. We will make much use of these relationships, theoreti¬ 
cally and empirically. 

There is a fundamental difference, however, between changes in a unit’s E 
that result from changes in its R and those that result from its transactions on 
financial account. Changes in a unit’s R must come from changes in E by some 
other unit or units, and in analyzing changes in aggregate E these latter must in 
turn be explained. Ultimately, changes in aggregate E trace back to changes in 
micro expenditure initiated on financial account. It is this “financing” of changes 
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in E, and the role that money and credit play in them, that is the focus of our 
analysis. To encapsulate, we see fluctuations in borrowing as the primary cause 
of changes in spending. Monetarism sees the primary variable as the r unning 
down or building up of money balances. 

The Theory in Outline 

A number of analytical and behavioral propositions constitute our theory. We 
develop them further and test some of them below. 

1. In the contemporary economy, changes in EE have their origins in 
changes in financial surpluses and deficits initiated by microunits. 

2. Unequal changes in these “initial” or ex ante surpluses and deficits lead 
to changes in EE that equate aggregate surpluses and deficits ex post. 

3. Deficit spending is more volatile than the disposition to run financial 
surpluses; hence changes in deficit spending are normally the major initi¬ 
ating factors leading to changes in EE. 

4. The major source of deficit financing, moreover, is borrowing; financing 
deficits by running down FA (especially M) is severely constrained. 

5. The sources of borrowed funds are not confined to financial surpluses, 
and financial surpluses can be used for purposes other than lending. The 
sources of loanfunds can include also the running down of money bal¬ 
ances, the sale of existing FAe, and borrowing by financial intermediar¬ 
ies. The funds secured by running financial surpluses can similarly be 
devoted to other uses included in the S&U equations besides lending. It is 
these many “loose couplings” in the credit markets that explain the power 
of credit to alter total expenditure. 

6. The influence of credit on E is not confined to bank money creation or 
destruction. It extends to the total credit operations of banks, to credit 
extended by nonbank financial institutions (NBFIs), and even, although 
less potently, to credit between nonfinancial (NF) units. 

7. Lending that leads to changes in the stock of M is somewhat more potent 
than other lending in bringing about changes in EE, primarily because it 
is sometimes more loosely coupled with concurrent financial surpluses. 

8. But the influence upon EE of credit-created changes in the M held by 
nonfinancial units, while significant, is definitely secondary. 

9. Flows of funds between banks and nonbank financial intermediaries 
(NBFIs) are large and in toto only loosely coupled with concurrent finan¬ 
cial surpluses; changes in these flows can be a major cause of changed 
aggregate lending and changed EE. 

10. Microunits experiencing a change in R normally alter their E in the same 
direction. These induced changes in spending provide additional factors 
leading to substantial fluctuations in EE. 
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Expenditure Without Credit 

The sources and uses of funds technique can be used to analyze a broad range of 
matters. We employ here only a small sample of constructs or models designed 
to examine the general roles of money and credit in bringing about changes in E. 

We start with analysis of a monetary economy without credit In such an econ¬ 
omy, the S&U equation for die E of any microunit is simply E = R + (-AM), since in 
the absence of credit there is no FAe to dispose of and no opportunity to finance E 
by borrowing. A deficit can be financed only by disposing of M, and a surplus can 
be used only to accumulate it This is essentially the monetarist model. 

A highly simplified two-sector model (Figure 11.1) will both illustrate the 
nature of the S&U approach and show the limited possibilities of large changes 
in EE in the absence of credit The economy is divided into deficit (D) and 
surplus (S) sectors. Figure 11.1 traces the transactions on G&S and on financial 
account for each sector and for the total economy. It is assumed that the E of 
each sector is spent on G&S sold by the other. In the absence of a clearing 
mechanism, such as could be provided by a credit system, E and R represent 
transfers of tangible money, but financial sources and uses of money arise only 
where there are sector imbalances on G&S accounts. 

Case 0 is the standard case of unchanging EE. E and R, and hence money 
payments, are balanced between the sectors. There are no surpluses or deficits 
and no transactions on financial account. In this case, EE continues at a con¬ 
stant level. 

In case 1, that of rising EE, the D sector initiates change by increasing its E 
above Eo, financing the deficit by running down its M (line a). This raises R and 
M for sector S. If sector S nevertheless maintained its E at Eo, its surplus would 
equal sector D’s deficit and the process of expansion would cease. We postulate, 
however, that sector S’s increased R and M persuade units in sector S to increase 
their expenditure on goods and services, although by less than the rise in their R 
(line b). This “multiplier feedback” reduces sector D’s deficit but does not elimi¬ 
nate it. For our present purposes we may assume that the “feedback” and “multi¬ 
plier” stop here. EE will, of course, rise until die surplus of sector S equals the 
adjusted deficit of sector D. 

Case 2, that of decreasing EE, is presumed initiated by the S sector reducing 
its E (E 2 ) below Eo. The tabular presentation can be abbreviated. The D sector, 
suffering a decline in its R, cuts its E, but by less than its reduced R. There is a 
transfer of M from the D to the S sector to balance their G&S accounts. Both 
reductions of E, of course, reduce EE, which will fall until the deficit of sector D 
equals the adjusted surplus of sector S. 

Interesting games could be played with this model. Let us simply note the 
severe constraints on fluctuations in aggregate spending when, as here, deficits 
must be financed solely by reduction of money holdings, and surpluses must be 
devoted solely to their accumulation. 



Figure 11.1 Changing Expenditure Without Credit 
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Nonfinancial units, especially those disposed to run deficits, will normally 
cany small stocks of M relative to their E, and even moderate deficits will seri¬ 
ously threaten their liquidity. If they cannot hope to restore it by borrowing or by 
selling other financial assets, they will not run substantial deficits. Since the main 
variability of spending stems from initial variations in deficits rather than sur¬ 
pluses, variations in ZE are likely to be small. The fact that surpluses can be used 
only to accumulate M, at the expense of die M of the deficit sector, rather than 
being lent to deficit units, will also constrain buoyancy of ZE. Constraints also 
operate against large decreases in ZE. The falling R of surplus units as ZE falls 
tends to reduce financial saving. The fact that financial saving cannot be used to 
acquire FA yielding pecuniary income will also inhibit the running of surpluses. 

There are additional constraints in this model. As the right-hand side of Fig¬ 
ure 11.1 shows, there are no net sources and uses of funds for the economy as a 
whole in either case 1 or case 2. Neither changes in net borrowing and lending 
nor changes in aggregate M tend to contract or expand spending. Changes in 
overall liquidity positions also impart stability, for any changes in ZE cause 
constraining shifts in the ratio of aggregate M to aggregate E and R. All of the 
above factors (not only the stability of M) operate to keep the range of variation 
of ZE narrow in this simple creditless economy. 

Direct Credit and Changing Expenditure 

Credit widens potential fluctuations in spending by adding two potent variables, 
ALiab and AFAe, to the financial sources and uses of funds. For brevity we 
confine analysis to the more potent of these variables, ALiab, although the flexi¬ 
bility of spending imparted by die opportunity to finance deficits by selling stocks 
of existing FAe to others is considerable. The full potency of credit in causing 
variations in spending becomes evident only later, when financial intermediation 
is included in the model. The present section simply uses S&U analysis to 
demonstrate how even direct credit between nonfinancial (NF) units can cause 
significant variation in total spending, a proposition that most monetarists dispute. 

Figure 11.2 illustrates a very simple “credit cycle,” involving credit extension 
and later repayment. To lend concreteness to the illustration, numerical levels of 
the variables are specified. We use a crude period analysis, starting with a 
reference period in which expenditures between our two sectors, now labeled 
borrowers (B) and lenders (L), are balanced. It should be kept in mind that the L 
sector includes not only lenders but also all nonborrowing microunits. 

In period 1 (line a), the B sector secures a loan of 2M from NF lenders, which 
it uses in line (b) to increase its spending to 22, thus running a deficit of 2. In 
period 1, we assume, the L sector simply uses the excess of its R (22) over its E 
(20) to restore its M to its preloan level. Surpluses and deficits are balanced. ZE 
has risen from 40 to 42, financed by the loan, which permitted sector B to 
increase its E without sacrificing cash liquidity. 
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In period 2 it is assumed (arbitrarily) that there is complete “feedback” of 
sector B’s period 1 deficit by increased E of sector L. This maintains ZE at 42 
despite sector B’s reducing its E back to 20. In this period, it will be noted, it is 
sector L that runs the current deficit, which maintains ZE at 42. Sector B runs a 
corresponding surplus, using it to increase its M. No “expenditure multiplier” is 
operative in this special case. 

In period 3 Sector B uses its increment of M to repay its loan, thus restoring 
the M of both sectors to their original levels. But unless either sector is inclined 
to maintain or resume deficit spending, total ZE will fall back (in our supposi¬ 
tious case to 40), where E and R between the sectors are again balanced. Note 
that at the economy-wide level the sources and uses of funds in period 1 are 
positive and in period 3 are negative. According to our theory, it is these positive 
and negative changes in the aggregate sources of funds for G&S spending that 
cause die fluctuating ZE. To maintain ZE at the higher level of 42 would require 
a resumption of net borrowing and lending. 

The major formal difference between Figure 11.2 and Figure 11.1 is that there 
are now financial sources and uses of funds at the economy-wide as well as the 
sector levels. It is these sources and uses of funds (concretely the net borrowing 
and lending) that finance the increased E in period 1 without the borrowers 
losing cash liquidity. It is this encouragement to deficit spending that constitutes 
the essential expansionary influence of credit. 

But is not this encouragement offset by equal constraint on the spending of 
others? Quite clearly not. First, note that only actual lenders, not other NF units, 
lose cash even temporarily. Prima facie, the lenders are better able and more 
disposed than the B units to give up cash. That they lend indicates that they 
prefer FAe to M at the margin. Second, even credit among NF units frequently 
involves debtors securing finance for “lumpy” E by borrowing relatively small 
amounts from a number of creditors. “Marginal” losses of M are less serious 
than large ones. Third, the nonborrowing sector as a whole loses M only tempo¬ 
rarily. The borrowed funds are spent in the G&S markets and return to the other 
sector. It is the rising R of the surplus sectors, not decreased money holdings, 
that ultimately “finances” the deficit. 

The Influence of Financial Intermediation 

Our remaining models deal with the influence of financial intermediation 
(FI), and changes in the supply of money, on the variability of total spending. 
For generally well-understood reasons, financial intermediation—borrowing 
for the purpose of lending—increases the volume of borrowing and lending. 
Our S&U equations suggest, and further analysis shows, that FI also carries 
strong tendencies toward both secular growth and short-term instability of 
total spending. 

It now becomes necessary to incorporate the relevant features of the monetary 
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and financial system into our models. Although much simplified, the following 
features mirror die essential nature of the U.S. monetary system: (1) It is as¬ 
sumed that FIs operate only on financial account and run neither surpluses nor 
deficits. (2) FIs are of two broad types: commercial banks (banks) and nonbanks 
(NBFIs or NBs), the salient difference being that a portion of banks’ liabilities 
are demand deposits (DDs) subject to check and thus usable as means of pay¬ 
ment. Both banks and NBs also borrow time-dated funds, which we will call 
time deposits (TDs) of banks and claims (Cl) on NBs. (3) Bank DDs, it is 
assumed, constitute the sole “means of payment” (M) for both NFs and NBs. (4) 
A central bank (CB) holds the “means of payment” (M) of die banks, but holds 
no funds for either NBs or NFs. (S) Banks are required to hold funds at the CB as 
“reserves” against their liabilities. (6) These required reserves are distinctly 
higher against DDs than against time-dated bank liabilities. (7) The CB lends 
only to banks, but buys and sells types of existing securities held in significant 
amounts by banks and NBs. (8) It is assumed that there are no flows of currency 
(or gold) into, out of, or within the financial system; all payments are carried 
through by “clearings”—that is, by debits and credits to the appropriate accounts 
at the banks or the CB. (9) Both banks and NBs acquire newly issued FAe 
(hereafter called Loans) and also buy and sell existing FAe (hereafter designated 
securities— Sec.). 

Simple models analyzing the influence of nonbank and bank credit operations on 
XE are set forth in Figure 11.3. NF borrowers are assumed to be deficit units. Other 
NF units may or may not be surplus units. “Feedback” of E to borrowers is ignored 
for simplicity; any “expenditure multiplier” is presumed to operate entirely within 
the other NF units sector. For brevity, only rising expenditure is analyzed. 

Nonbank Financing 

The top panel of Figure 11.3 analyzes financing by nonbank financial inter¬ 
mediaries. These may secure funds for lending by running down their M 
(DDs at banks), by selling securities (-ASec), or by borrowing. NBs often 
borrow from banks; but the standard source of funds for most important NBs 
is borrowing from NF units, which acquire claims (Cl) on them by transfer¬ 
ring funds from their DD accounts at banks. This transfer, as shown on line 
(a), simply shifts ownership of DDs from NF units to NBs without changing 
the total level of DDs. 

The transferred funds are lent to NF units in line (b). The NF borrowers spend 
the funds in line (c). Line (d) indicates the operation of a “multiplier.” 

In terms of S&U analysis, a major formal difference between this and the NF 
credit model in Figure 11.2 is that for the economy as a whole there are here two 
sets of FAs and corresponding liabilities created instead of one. NF units lend to 
NBs, which lend to other NFs. The NF borrowers presumptively secure funds 
that would not otherwise have been available to them, or if so only on less 
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favorable terms owing to the greater attractiveness of NB obligations than their 
own and die greater expertise and “aggressiveness” of the NBs. Note that the 
initial source of loan funds may be merely a shift in die form in which economic 
units elect to hold their FA. A concurrent financial surplus is not necessary. But 
die subsequent spending will make aggregate R rise, thus creating surplus units 
in line (c). 

Finally, note that the transfer of funds from banks to NBs does not adversely 
affect the reserve position of the banks. At all stages, (a) to (d), credits to die 
bank accounts of one party offset debits to others, and the banking system as a 
whole loses no loanable funds. It is evident that flows to NBs are conducive to 
total lending, since, whether they reflect financial surpluses or are mere shifts of 
funds, they create loanable funds for NBs without reducing the loanable funds of 
the banks. For all these reasons NBs normally make credit “easier,” net lending 
larger, and EE potentially less stable than if all credit transactions were directly 
between NF units. It is primarily the stimulus to lending, and only secondarily 
the increased liquidity of “near moneys,” that accounts for the expansionist 
influence of nonbank financial intermediation, according to our theory. 

Bank Financing 

The middle section of Figure 11.3 illustrates “typical” (now somewhat old-fash¬ 
ioned) bank financing, in which the banks lend by crediting borrowers’ DD 
accounts. This lending finances the added E in line (b), which raises the R of 
other NF units. The initial lending may require the presence of excess reserves 
(-AM) of individual banks, but the source of funds financing the lending is the 
added DD liabilities of die banking system. 

The formal differences between this and the NB lending case, the figure 
shows, are two: In the NB lending case NF units lent to NBs to provide the initial 
loan funds, whereas in bank lending we provisionally presume that banks had 
discretion to act without this initial lending. The second difference is that for die 
total economy bank rather than NB liabilities are expanded, and these bank 
liabilities, at least initially, are in the form of the means of payment used by the 
NF sectors. 

In assessing the significance of these differences, we should first note that the 
DD holders may convert them into interest-earning TDs if they choose. The 
bottom section of Figure 11.3 illustrates this very important case. On line (a) 
holders of DDs convert them into TDs. Under laws or conventions permitting 
lower reserves against TDs than DDs, the banks now have excess reserves. In 
line (b) they therefore lend more funds to NFs. We observe a basic contradiction 
in monetarism when applied to contemporary banking. Far from an increase in 
“money” being a necessary condition for banking stimulus to EE, the banks can 
lend more, and the total stimulus to I£ will almost certainly be greater, if less 
rather than more “money " is created. 
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A financial program is a set of coordinated policy measures—mainly in the 
monetary, fiscal, and balance of payments fields—intended to achieve certain 
economic targets in a relatively short period of time. The task of setting eco¬ 
nomic targets, choosing policy instruments, and quantifying the appropriate mag¬ 
nitudes of the instruments required to reach the targets is described as financial 
programming. 

Nature of Financial Programming 

Financial programming is based on the assumption that there is a relatively 
stable relationship between financial variables (such as money and domestic 
credit), on the one hand, and nonfinancial variables (such as real national income 
and prices), on the other hand, and that the monetary authorities can control 
some of the financial variables so as to affect the real side of the economy. 
Although financial variables are emphasized, nonfinancial policy measures are 
also often included in financial programs. 

A financial program such as the one described below for Kenya is prepared 
with the purpose of achieving or maintaining a desirable balance between real 
income and real absorption. 1 Consideration is also given to changes in prices, 
international reserves, and the exchange rate. The desirable balance between real 
income and real absorption and the desirable level of prices, international re¬ 
serves, and the exchange rate are policy objectives that must be set by the 
authorities of a country. If the program assumes a substantial inflow of capital 
from abroad, then the policies must be attuned to this objective as well. 

Financial programs that cover a short period of time, such as twelve months, 


Excerpted, with permission, from International Monetary Fund Institute, “Workshop 9: 
Financial Programming,” in Financial Policy Workshops: The Case of Kenya, ch. 11 
(Washington, DC: International Monetary Fund 1981), pp. 263-73,291-93. 
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and that are designed to reduce the imbalance between real income and real 
absorption with reasonable price stability and a given target of international 
reserves, usually focus on eliminating die most serious distortions that have held 
back output and on restraining the rate of increase of absorption. Even in such 
short-run programs, however, attention is given to stimulating the rate of growth 
through a better allocation of financial and physical resources. In a financial 
program covering an extended period, such as three years, the authorities con¬ 
sider longer-run policies to bring about a balance between real income and real 
absorption in order to keep inflation within acceptable limits and to promote a 
sustainable rate of growth. These could include policies to eliminate structural 
imbalances, measures to stimulate investment, adjustment of exchange rate and 
pricing policies to bring about a more desirable resource allocation, measures to 
promote financial markets, and a reform of the fiscal system. 

Financial programming is used in a number of countries, even when the 
economic situation is satisfactory, in order to ensure further economic progress. 
However, it is essential to undertake financial programming when, for example, 
the domestic use of resources or real absorption tends to exceed real income by 
more than the desired amount and there are excessive price increases or large 
payments imbalances. 

Techniques for Formulating a Financial Program 

Various techniques, in principle, may be used to formulate a financial program. 
If adequate data are available, as well as computing facilities and time, a large- 
scale econometric model could be built; and if the model is sufficiently reliable 
(that is, the statistical tests were satisfactory and simulation showed that the 
model “tracked” quite well over the sample period), it could be used to prepare a 
financial program. The procedure would be to fix the targets to be achieved in a 
specific period of time and, after inserting the forecast values for the exogenous 
variables, the required values of the policy instruments could then be calculated 
either by solving or simulating the model. 

The computed values of the policy instruments would be subject to various 
errors associated with this type of analysis—namely, errors in the statistical data 
used, in the specification of the model, in the estimation procedure, and in 
forecasting exogenous variables. Furthermore, the stability of the behavioral re¬ 
lationships that are the linkages between variables in the model cannot be taken 
for granted outside the sample period; this is especially true for a developing 
economy undergoing rapid structural change. Hence, in the ultimate analysis, 
judgmental considerations would influence the final decision on the precise val¬ 
ues of die policy instruments. 

The desirability of having a comprehensive econometric model arises, in part, 
because a simple model may not accurately portray the structure of the economy 
and, in part, because the authorities of a country may be concerned with more 
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objectives than the simple model can handle. Even in financial programs where 
die major objective is a reduction in the balance of payments deficit, the mea¬ 
sures aimed at achieving it (such as credit restriction, reduction of the budget 
deficit, and a change in the exchange rate) usually involve costs in terms of 
disposable real income that may severely affect certain groups or sectors. The 
authorities may, therefore, use other policy instruments to minimize these 
costs—that is, they may utilize multiple policy instruments to achieve multiple 
targets simultaneously. A comprehensive econometric model will permit the 
investigation of the effects on all relevant variables of the policy measures that 
may be used. 

When the construction of a comprehensive econometric model is not feasible, 
it may be necessary to adopt a more pragmatic approach. Nevertheless, the 
approach must be one that permits judgment of the likely effects of proposed 
policy actions. On the basis of this pragmatic approach, the authorities should be 
able to decide on a mix of politically acceptable policy actions that permit the 
attainment of the primary objectives. One of the various possible methods, which 
is presented only as an illustration, is described below. 

Steps in the Financial Programming Exercise 

As a starting point, the values of the exogenous variables needed for the prepara¬ 
tion of a financial program may be estimated for the program period—say, the 
next twelve months. These variables are those over which the current economic 
policy of the country has relatively little influence during that period, such as the 
foreign demand for its exports. The next step is to fix tentatively the values of 
the target variables and to “envisage” the policy actions that may be necessary to 
achieve such targets, given the values of the exogenous variables. At the outset, a 
decision must be made whether an adjustment in the exchange rate (a key ingre¬ 
dient in the envisaged policy “mix”) is required in the light of recent, as well as 
expected, changes in either domestic prices and costs or external factors. If a 
policy mix is found to be inadequate to achieve the desired targets without an 
exchange rate adjustment, such an adjustment may have to be envisaged; in this 
event, a new set of policies consistent with the new exchange rate would be 
formulated. After this preliminary work, it is necessary to check whether the 
envisaged policy actions are appropriate to achieve the results expected of the 
financial program. 

A convenient procedure is to estimate die values, for the next twelve months, 
of the various items appearing in a monetary or financial survey. These estimates 
should be made on the basis of the assumed values for the target variables and 
die exogenous variables. Thus, starting with the monetary survey “net foreign 
assets” may be taken as a target variable on the basis of a given exchange rate. 
This is likely to be the procedure followed in financial programs for countries 
that have a deficit in the balance of payments and have a low level of interna- 
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tional reserves. Accordingly, a value that is desirable in view of the circum¬ 
stances is assigned to this item. 

The next step is to estimate “money.” This is done on the basis of a demand 
for money function. It is frequently necessary to estimate several different speci¬ 
fications of die demand for money function, including different coverage of the 
variables in the relationship, in order to find the one that is reasonably satisfac¬ 
tory, i.e., where the relationship is plausible and relatively stable and where the 
probable magnitude of prediction errors is relatively small. However, in practice, 
many estimates of the demand for money function contain prediction errors that 
are uncomfortably large. This leaves room for judgmental considerations to be 
used in the projection. 

If the demand for money is a function of nominal income alone, estimates of 
die real income and the level of prices over the next twelve months are needed in 
order to obtain the estimate for money. 

The rate of growth of real national income is a policy objective that must 
be realistic and also be consistent with the other policy objectives. Hence, 
there is no simple and easy way to estimate rate of growth of real national 
income over the next twelve months. It depends on numerous and complex 
relationships that underlie aggregate supply and demand. On the supply side, 
perhaps one of the crudest but simplest ways is to investigate the growth of 
real output over the last few years and then to consider any new factors that 
are likely to affect real output over die twelve-month period. These would 
include factors affecting agricultural output, particularly in primary produc¬ 
ing countries; new plants and equipment coming on stream; measures to 
increase the rate of capacity utilization, such as changes in import restric¬ 
tions, particularly on raw materials and semifinished products, and in credit 
allocation; and changes in the labor force. 

On the demand side, it is necessary to consider fiscal, monetary, exchange 
rate, and incomes policies, as well as economic conditions in the rest of the 
world that affect the prices and volumes of exports and imports. A simultane¬ 
ity problem occurs in the estimation of real income. The estimated real in¬ 
come, which is used to estimate the demand for money, is in part determined 
by the monetary and fiscal policy stances. However, the domestic credit 
derived from the estimated demand for money (see below), given the amount 
of net foreign assets, may not be consistent with the monetary and fiscal 
policy stances envisaged initially. This implies that real income, the demand 
for money, and the monetary and fiscal policies must be determined simulta¬ 
neously. Operationally, this difficulty may be circumvented by making gen¬ 
eral assumptions about the effects of these policies and by checking later to 
see whether these are borne out by the calculations. Thus the estimated level 
of the real national income has to take into account the exogenous factors, as 
well as the effects of the initially envisaged monetary, fiscal, exchange rate, 
and incomes policies. 
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The level of prices over the next twelve months is a target variable. However, 
as in the case of real national income, the value of this target cannot be set 
arbitrarily. The prices of imports and exports in foreign currency may be largely 
outside the sphere of influence of the authorities of the country. The prices of 
domestic products for the home market may change not only because of events 
that have already occurred (such as an increase in the wage rate, already granted) 
or because of likely events over which the authorities have no control, but also 
because of monetary, fiscal, exchange rate, and incomes policies. The complica¬ 
tion of simultaneity again arises—namely, that the level of prices is used to 
estimate the demand for money, which in turn, together with the supply of 
money, influences the level of prices. This implies that the demand for money, 
the supply of money, and die level of prices must be determined simultaneously. 
A procedure similar to the one described in connection with the estimation of 
real national income may be used here. 

If the demand for money is a function of other variables besides nominal 
income, such as the expected rate of inflation or die expected rates of return on 
competing financial assets, these have to be estimated before the amount of 
money demanded can be calculated. The expected rate of inflation may be in¬ 
ferred from the already estimated level of prices over the next twelve months. 
Established techniques for generating expectation, such as adaptive expectation 
or rational expectation, can be utilized. Similarly, the expected rate of interest 
may be estimated on the basis of the stance of monetary policy and certain 
behavioral assumptions concerning expectation. 

The next step involves the estimation of “quasi-money.” Generally, quasi¬ 
money is explained by the same variables as those operating in the demand for 
money function, or by closely related variables. However, die interest rates on 
savings and time deposits tend to influence the demand for money and the 
demand for quasi-money in opposite directions. 

For “other items (net)” in the monetary survey, it is useful to check whether 
this component changes very much from year to year. If it does, the cause of its 
variations should be investigated so as to derive some basis for estimating die 
numerical value of this item twelve months hence. 

Once money, quasi-money, and other items (net) have been estimated and the 
target value for net foreign assets has been fixed, the amount of domestic credit 
of the banking system twelve months hence can be calculated; that is: 

DC, = MO, + QMO, + NOIt-NFAt (1) 

where DC stands for domestic credit, MO for money, QMO for quasi-money, 
NOI for other items (net), NFA for net foreign assets, and die subscript t stands 
for the value of the variable at the end of the twelve-month program period. 

Thus, in order to reach the specified target for net foreign assets, the authori- 
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ties would have to ensure that domestic credit created by the banking system 
during the next twelve months (ADC,) does not exceed the amount 


ADC, = DCt-DC^t (2) 

where DC, is given by equation (1) and the subscript t-1 stands for the value of 
the variable at the beginning of the twelve-month program period. 

If it is believed that the credit expansion can be limited to the amount calcu¬ 
lated in equation (2) without upsetting the estimates of the macroeconomic vari¬ 
ables, such as real income and prices, used in estimating the items in equation 
(1), then the calculated overall credit expansion is considered to be consistent 
with the policies initially envisaged. However, it is only rarely that the amount of 
credit expansion calculated in equation (2) turns out to be consistent with die 
policies initially envisaged, as well as with the estimated values of other vari¬ 
ables in the economy. Furthermore, the amount of credit expansion yielded by 
equation (2) does not indicate how the new credit is to be allocated, for example, 
between the government and private sectors. Therefore, it is useful to continue 
the work and to project (on the basis of the estimated exogenous variables and 
the policy actions) government sector revenue and expenditure, private sector 
income and expenditure, and the major components of the balance of payments, 
in order to ensure the internal consistency of the financial program. 

On the basis of the forecasts of national income and its major components 
(e.g., consumption, imports, etc.), it may be possible to estimate the bulk of 
government revenue. Typically, in diet, the major part of government revenue 
depends on income, consumption, exports, and imports, as well as on the tax 
structure and the envisaged changes in tax laws and in collection procedure. 
Implicit or explicit assumptions must already have been made about government 
expenditure in estimating the national income. Any change in the exchange rate 
would also affect estimates of government revenue as well as expenditure. The 
resulting budgetary deficit, if any, may or may not be such that it can be financed 
through government borrowing abroad, which is reflected in net foreign assets in 
equation (1) or by the expansion of domestic credit calculated on the basis of 
equation (2). If such financing of the government is feasible, then the exercise 
can proceed. Account should be taken of the fact that the private sector and the 
rest of the public sector also need bank credit to finance their economic and 
financial activities. Therefore, the entire amount of the calculated credit expan¬ 
sion is not available to finance the government deficit. If the deficit cannot be 
financed by borrowing from the banking system or abroad, various possibilities 
are open—such as borrowing from domestic nonbank sources, increase in taxa¬ 
tion, or reduction in government expenditure below the level initially envisaged. 
But if some of these policy actions change the values of the endogenous vari¬ 
ables already used to calculate credit expansion (such as net foreign assets, real 
national income, and prices), the calculated expansion of credit would also 
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change. If this is the case, the initially envisaged policies are obviously not 
compatible with the objectives and therefore the exercise must be repeated with 
different policies or objectives. It may require several iterations before a consis¬ 
tent set of values for the relevant variables is obtained. 

On the basis of die forecasts of the state of the world economy and of 
domestic supply and demand, exports and imports may be estimated. For the 
values of exports and imports in domestic currency, assumptions about ex¬ 
change rate policies have to be made. In estimating private capital movements 
in a country where the exchange system is free of restrictions on capital transac¬ 
tions, it is necessary to take into account domestic interest rates in relation to 
the interest rates in international money and capital markets. For other items of 
the balance of payments, it is necessary to use the information available and to 
investigate the relationships in each specific case. If these estimates yield a 
value for the outturn of the balance of payments that is compatible with the 
target for net foreign assets fixed in calculating the credit expansion, the exer¬ 
cise can proceed further. 

If the outturn in die balance of payments is not the desired one, different 
policies (including possibly a different exchange rate) will be required, and 
these will inevitably affect the endogenous variables used elsewhere in the 
calculations. Thus it would be necessary to start all over again with fresh 
assumptions about the policies to be undertaken and perhaps new values for the 
target variables. This process would continue until policy measures are found 
that are compatible with the values of the target variables, given the estimated 
exogenous variables. 

The next step would be to calculate the expansion of central bank credit that 
is compatible with die expansion of banking system credit. This step would be 
necessary in order to give die authorities an instrument that is essential for both 
the execution and control of a financial program. Some countries, for a variety of 
reasons, have strong objections to imposing credit ceilings on individual com¬ 
mercial banks and prefer to impose a single ceiling on central bank domestic 
credit. If the relationships involved in the estimation of the credit multiplier (i.e., 
the ratio between total bank domestic credit and central bank monetary liabili¬ 
ties) are stable, the imposition of a ceiling on the central bank domestic credit 
would effectively constrain bank credit, given die assumptions about net foreign 
assets. This would avoid involvement in die sensitive and difficult task of allo¬ 
cating credit among banks. Besides, the ceiling on the central bank domestic 
credit can be readily controlled. 

The task is therefore to estimate the relationships between the monetary liabil¬ 
ities of the central bank and the principal components of the consolidated bal¬ 
ance sheet of the commercial banks, taking into account the interest rates on both 
bank deposits and loans (if such interest rates play a role in the case investi¬ 
gated). This exercise may also give an indication of how a government deficit or 
surplus can be financed, that is, whether it can be financed through direct ad- 
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vances from the central bank, or from commercial banks, or both. It may be 
found that, for institutional or other reasons, the domestic credit of the central 
bank has to be higher than that derived from the credit multiplier. If this is so, a 
policy to reduce the size of the multiplier, such as die imposition of higher 
reserve requirements on banks or other similar policy actions, may be necessary. 

The technical task of preparing a financial program is accomplished when the set 
of policy measures required to produce die desired targets has been determined. 

The technique of financial programming described above has been presented 
in rather general terms. It should be noted that several iterations may be neces¬ 
sary in order to ensure die overall consistency of the financial program. In actual 
application of the program to specific cases, suitable modifications may have to 
be made in the light of the relevant economic circumstances and the availability 
of data. Furthermore, the order of steps in the financial programming exercise is 
not sacrosanct; in fact, in the formulation of a hypothetical financial program for 
Kenya, as presented in the exercise below, the order of steps differs from that 
outlined above. 

This workshop, which contains an illustration and application of one possible 
technique of financial programming, provides the elements for preparing a hypo¬ 
thetical financial program for Kenya for the calendar year 1978. The first sec¬ 
tion discusses the medium-term policy objectives, the annual targets, and the 
performance criteria incorporated in the International Monetary Fund’s extended 
facility arrangement for Kenya in fiscal years 1976-78. The second section 
reviews the actual performance of the Kenyan economy and discusses the im¬ 
plementation of government policies during 1975 and 1976. The third section 
describes and analyzes Kenya’s economic situation in 1977. The last section 
includes the exercise below, which outlines a possible methodology to be uti¬ 
lized for die formulation of a hypothetical financial program for Kenya in 1978. 

Exercise: A Suggested Procedure 

It is assumed that the financial program for Kenya for the calendar year 1978 is 
being formulated in early January 1978. A suggested, though by no means ex¬ 
clusive, procedure for drawing up the financial program is outlined below. 

/. Indicate the principal objectives that are to be attained for the calendar 
year 1978. Among the objectives that should be considered are the growth 
rate in real GDP, 2 the rate of price increase, and the desirable balance of 
payments outturn (a minimum surplus or a maximum deficit). In fixing the 
GDP target for 1978, it should be determined whether the medium-term 
growth objective is realistic. 

2. Given the preliminary selected objectives, forecast the components of the 
balance of payments and the overall balance of payments deficit or surplus 
for 1978. Is the forecast balance of payments outturn compatible with the 
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assumed objectives? If not, there are several choices available. First, 
you can change the assumed objectives to make them more consistent 
with your forecast. Alternatively, you can change policies if you insist 
on the attainment of the objectives. In this case, you may consider 
varying capital flows either through renegotiation of foreign debts or 
through drawing on official loans, or you may consider putting more 
restrictive controls on the foreign borrowing of the commercial banks. 
You may also consider a change in the exchange rate or a change in 
monetary and fiscal policy. Note that these changes will also affect 
domestic prices and production. 

3. Having determined the target for the level of net foreign assets of the 
banking system and the policies involved, you can now proceed to con- 
struct the “desire#” balance sheet for either the banking system or the 
monetary authorities of Kenya. For the balance sheet of the banking sys¬ 
tem as a whole, this procedure may be followed: 

a. Estimate the demand for money and quasi-money on the basis of the 
target rate of growth of output and prices established in (2) above. The 
observed ratio of money to quasi-money over several periods may be 
useful for this projection. 

b. Calculate the desired domestic credit for the banking system according 
to the monetary survey identity. 

For the balance sheet of the monetary authorities of Kenya, a possible 
procedure is the following: 

a. Fix the desired net international reserves of the monetary authorities. 

b. Estimate the demand for money. 

c. Project the monetary liabilities of the monetary authorities. The ob¬ 
served ratios of these liabilities to total money stock over several peri¬ 
ods may be usefulfor this projection. 

d. Project the net domestic assets of the monetary authorities that are 
equal to reserve money less the desired net international reserves of the 
monetary authorities, compatible with the estimated demand for money 
and the level of international reserves. 

4. The credit projections so derived are in accordance with the target rate of 
growth in GDP and the target level of net international reserves. However, 
the projection for either domestic credit of the banking system or net 
domestic assets of the monetary authorities of Kenya may not be compati¬ 
ble with both the Kenyan Government's budgetary position and the private 
sector investment plan. 3 Make a forecast for the principal items in the 
Government’s budget (revenue as well as expenditure). The forecast of tax 
revenue has to be consistent with the target rate of growth in nominal 
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income, flows of international trade that affect government receipts, and 
the proposed changes in tax laws, administration, or structure\ Calculate 
the required borrowing (net) of the Government from the banking system 
for the program period . Seek to reconcile the projections for the balance of 
payments and the monetary aggregates with the projection for government 
revenue and expenditure andfor investment of the private sector 

5. Re-examine the entire program to see whether it is internally consistent 
and whether it is realistic and feasible. For this purpose, it may be useful 
to construct a summary of flow-of-funds accounts for the program period 
Does the program imply substantial deviation from the past performance 
of the economy? If so, are the required changes in the available policy 
instruments feasible? If new instruments are proposed, to what extent can 
they be effectively used during the program period? Insofar as possible, 
state how your program can be implemented . 

6. Determine the performance criteria for the program . Among possible 
criteria, the following are often utilized: (a) a limit on the domestic credit 
of the banking system, (b) a limit on the net domestic assets of the mone¬ 
tary authorities, (c) a limit on the net credit to the Government from the 
banking system, (d) a limit on new short-term and medium-term foreign 
borrowing by the public sector and the banking system, and (e) a limit for 
the decline in net foreign assets of the banking system. Are there other 
performance criteria that might produce the desired effect in the context 
of Kenya? 

Notes 

1. Absorption is defined as consumption plus investment, both private and public. 

2. Projections for sectoral growth and the demand components in the economy are 
often useful in order to arrive at a reasonable target for the rate of growth in GDP. 

3. Sometimes die credit expansion so calculated must be adjusted several times. The 
reason is that tire change in the rate of credit expansion would have an impact on the 
macroeconomic aggregates, including both GDP and net international reserves, which 
have been taken as given (targets) in the initial calculations of the credit projection. 
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Introduction to Part IV 


For almost all countries, the estimation of flow-of-funds accounts appears to be a 
matter of data assembly. The basic data already exist; they simply have to be 
adjusted and fitted together to create the accounts. For a simple and rough 
system, there is truth in this view. It is why initial flow-of-funds estimates can be 
obtained with few resources—a few months’ time of a single social accountant 

The first two readings in this Part on data methods take this point of view. In 
my own piece (reading 13) I first sketch die derivation of the accounts for a 
starting matrix of five sectors. Next comes die tightening of the system—shorter 
in my exposition but longer in die execution. This refers to the process of 
improving the technical consistency of the measurements in such dimensions as 
timing, and sector and transaction coverage. Most of this is a matter of reconcil¬ 
ing differing data sources. Finally there is the question of how to expand die 
system to provide more sector and transaction detail. Right from the start, how¬ 
ever, a completed matrix is available for use. 

The second piece (reading 14) is an International Monetary Fund workshop 
on flow-of-funds assembly that uses data from Kenya. Fund members all provide 
data to the Fund for what may be called the “Fund Accounts"—balance of 
payments, central government finance, and banking statistics, using specifica¬ 
tions set up by the Fund. In the workshop these accounts are combined with 
national income and product data to derive a 1976 matrix for Kenya that com¬ 
bines sector income and expenditure figures with financial balance sheet 
changes. Because actual data are being used, the workshop provides an espe¬ 
cially useful introduction for practitioners. These first two readings give us an 
overall view of what is done; the next few readings delve in more detail into how 
it is done. 

The heart of a flow-of-funds derivation is the worksheet system. This is a system 
of “spreadsheets” used to organize and control the assembling and estimating of the 
time series. One example of a complete set of worksheets is published in Copeland’s 
Moneyflows book. 1 The only other published set I know of is in the Federal Reserve 
Board’s recent Guide to the Flow-of-Funds Accounts, 2 from which reading 15 is 
taken. The methods are homely and unsophisticated—and not presented in statistics 
books or courses. Hence the following description. 
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Each worksheet has its own identification number, and each of its lines is 
numbered. Its many columns are used to array time periods. But one column, 
usually next to the stub at die left, is a source column and records the source of 
each time series. These sources are of three types: (1) a line from this system of 
worksheets identified by the worksheet number and line number that It comes 
from; (2) the result of an arithmetic operation performed on identified lines, as in: 
104-6 plus 105—13; or (3) a clearly identified published (or file) source. By means 
of the source columns, any line in die worksheet system can be traced hack to a 
published (or file) source. The possibility of data replication is thus assured. 

The work of the derivation is all carried out on the worksheets: transcribing, 
reclassification and re-assembly, taking increments, and estimation of time se¬ 
ries. A time series, for example, might be obtained from periodic benchmark 
figures using an “indicator” series and interpolated blowup ratios. The worksheet 
system is so designed as to maintain arithmetic checks— accounting balances and 
component-total relations—wherever possible. A sector’s worksheets can be set 
up so that the data are processed through the worksheets toward a final sources 
and uses account worksheet. By such arrangements the experienced social ac¬ 
countant designs the worksheet system. 

The system may well end with a discrepancy/discrepancy sheet. This will 
assemble all the sector discrepancies and all the transaction-type discrepancies 

(with “other claims and discrepancy, net” treated as a transaction type) to ensure 
that each set of discrepancies totals zero for each time period. This will check 
much of the worksheet arithmetic and also can help in tracking errors. The 
worksheet system is also used to keep the data current. Transcriptions for the 
next year or quarter are added as soon as the data can be obtained and these 
entries worked through the system to generate new flow-of-funds data. 

The description above is presented as if the work is to be done by hand or on 
a personal computer. This method may well be best in situations where data 
sources and formats are in frequent change, requiring frequent changes in the 
worksheet set-up. Also, hand-done worksheets provide easy accessibility among 
staff, a necessity in a group effort. When the worksheet system settles down it 
can be transferred to a larger computer. Then the flow-of-funds data can be kept 
current by an input of the next period’s raw data. A system for coding all the 
time series will at some point become convenient for computer use. 3 

Reading 15 on worksheet methods provides some detail and examples in 
these matters. The illustrative worksheet tables selected, F.100 and F.204, in 
Tables 15.1 and 15.2, permit die reader to trace the Federal Reserve Board’s 
estimate for household sector checkable deposits and currency to its origins. This 
figure is an example of a residual estimate in the system. The Explanation 
column in these tables condenses some worksheet material, but its nature is 
clear. This set of tables in the Guide is an exercise of proper responsibility by the 
flow-of-funds statisticians—the responsibility to present in detail the sources and 
methods for the data they produce. 
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The next reading is related to the problem of estimating a separate corporate 
business sector—either for parastatal enterprises or private corporations. This 
may be the first time in the flow-of-funds estimating that a substantial new data 
compilation is required. What is needed is a combined balance sheet (plus a few 
combined income statement items) for a large sample of die corporate sector. 
The compilation might be done from company income tax returns, from the files 
of a registrar of companies, or from reports of companies listed on a stock 
exchange. Such a compilation is useful, of course, for a variety of purposes other 
than flow-of-funds analysis. The derivation of the flow-of-funds account from 
this compilation is outlined in reading 16, which assembles such a statement for 
the major state enterprises in Ghana for 1972-75. 

If we go back to an earlier stage in the development of the U.S. accounts, 
prior to the integration of the flow-of-funds and national income and product 
accounts, we find the flow-of-funds data producers and users needing to relate 
flow-of-funds concepts to those in a variety of other data systems. This was done 
by means of so-called reconciliation or bridging tables. Such tables enable one to 
move from one statistical system to another. These tables had many uses: They 
could be used for estimating flow-of-funds series, they could be used in translat¬ 
ing a projection or forecast from one system to another, and they were a great 
help in discrepancy sleuthing. A selection of such tables from an early Federal 
Reserve Board publication is presented as reading 17. A study of die classifica¬ 
tion scheme for conceptual differences and the examples to be found in these 
tables is very informative. Wherever harmonization is not complete among the 
basic data systems of a country, the construction of bridging tables should be 
given a very high priority. 

We come now to a current frontier in the estimation process, the measurement 
of international capital flows. If all the countries of die world kept consistent 
balance of payments accounts, a capital flow out of one country would always be 
matched by an equal capital inflow to another, so the net capital flow for all 
countries as a whole would be zero. In the 1980s, as international capital flows 
expanded, this measured global capital account, instead of being near zero, be¬ 
came large indeed. It was evident that there were major discrepancies in reported 
international capital flows. In 1989 the International Monetary Fund set up a 
working party to study these measurements and make remedial proposals. Read¬ 
ing 18 is from the final report of this working party. 

One key lesson we learn is that the data problems appeared when major 
changes in international capital flows occurred while data collection methods 
remained unchanged. The detailed studies and skillful use of international data 
sources by the working party enabled much of the new discrepancies to be 
identified. Undoubtedly, conceptual social accounting balances played a major 
role in this sleuthing effort 

Readings in Part IV of this book are not by any means intended as a detailed 
guide to the derivation of financial statistics. Nor is this necessary; the Interna- 
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tional Monetary Fund has undertaken this task. The preparation of a Manual on 
Monetary and Financial Statistics is well under way at the Fund. The new 
manual will complement the SNA 1993 as well as the Fund’s manuals on the 
Balance of Payments and Government Finance Statistics. It will contain the 
necessary detailed treatment of concepts, definitions, classifications, and conven¬ 
tions for the guidance of statistical practitioners working in the monetary and 
financial area. 

Notes 

1. Morris A. Copeland, A Study of Moneyflows in the United States (New York: 
National Bureau of Economic Research, 1952), pp. A1-A235. 

2. Board of Governors of the Federal Reserve System, Guide to the Flow-of Funds 
Accounts (Washington, DC: Board of Governors of the Federal Reserve System, 1993), 
pp. 56—626. 

3. See ibid., p. 37. 
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JohnC. Dawson 

How to Estimate a Simple 
Flow-of-Funds System 

( 1991 ) 


The objective of this section is to derive a simplified system of flow-of-fimds 
(FOF) accounts that is currently feasible for almost all countries and that can 
lead in steps to the 1968 SNA 1 system of sector capital finance accounts or to a 
complete flow-of-funds system. It is, in effect, a design for a series of intermedi¬ 
ate systems leading toward full implementation; it thus embodies its own sugges¬ 
tions for statistical priorities. It is written with the needs of developing countries 
especially in mind. 

Getting the Initial Estimates 

The method of presentation will be to describe the statistical implementation of a 
simplified FOF matrix by using the sort of statistical base found in the develop¬ 
ing countries in, let us say, the 1970s. This will enable an enumeration of the 
bare statistical necessities for such an undertaking. Then the successive stages of 
statistical elaboration of the matrix will be described in the order of movement 
toward a full system. For this exercise we shall assume that the International 
Monetary Fund’s balance of payments, government finance, and money and 
banking statistical systems are not available to use as data sources. 

Table 13.1 presents the format used for the earliest stage of FOF matrix. 2 It 
contains a very simple sectoring scheme of five sectors: central government, 
central bank, commercial banks, rest-of-world, and other domestic (a catch-all 

Excerpted, with permission, from John C. Dawson, “The Flow-of-Funds Accounts, die 
United Nations System of National Accounts, and the Developing Countries,” in Vincente 
Galbis, ed.. The I.M.F. 's Statistical Systems (Washington, DC: International Monetary 
Fund, 1991), pp. 401—11. 
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sector that includes enterprises, households, and a variety of smaller sectors 
including provincial and local government and other financial institutions). The 
classification for types of financial claims is a simple but analytically effective 
scheme. In Table 13.1, financial institution loans and advances are divided be¬ 
tween central bank advances and other loans and advances, which in this simple 
sectoring become entirely commercial bank loans and advances. Note that sev¬ 
eral of die key claims selected for enumeration are c laims attributable to the 
sectors that have been selected, so that if data are available for these sectors they 
will in general be available for these claims. Note also that this layout of sector 
accounts does not suggest government as a whole or financial institutions as a 
whole. Each of these more aggregative sectors contains subsectors for which 
data are not likely to be available at this earliest stage. 

As a primary matter, the time reference that is to be standard for all sectors 
must be considered. Local data sources may deal with the central government on 
a fiscal year basis, whereas the banking data and balance of payments are on 
calendar years. Which time reference is used will depend on the ease of conver¬ 
sion. If an insufficient amount of quarterly or semiannual data are available to 
permit conversion and, hence, uniformity where it does not exist, then FOF 
implementation should probably be deferred. Financial flows are simply too 
volatile for the average of two calendar years to be representative of a fiscal year, 
or vice versa. 

A second primary requirement is the existence of balance of payments data on 
a local currency basis. Moving from dollar or SDR figures to a local currency 
basis with a single exchange ratio can give unsatisfactory results. However, the 
most critical data are those for the current account balance and the items above 
it. Because local currency figures here are necessary for the income and product 
accounts, it is likely that even for developing countries a local currency balance 
of payments will be available or can be estimated. If it is not possible to obtain it, 
however, die FOF effort should be deferred. 

The question of how current the basic data are is a final preliminary. The data 
are likely to be reasonably current in the directly estimated sectors because they 
are all tied to areas of current public policy decision makin g But at the start, one 
need not aim to assemble a very recent year. The compiler would be well ad¬ 
vised to move back in time to a year in which definitive rather than preliminary 
or revised data are available. Once the system can be successfully produced with 
a lag of a few years, one can use the more recent, more preliminary, and more 
fragmentary sources to carry the system toward current data production. 

One may now proceed to the matrix itself, referring to Table 13.1. The totals 
data at die right of die table for the first two lines—gross capital formation and 
gross saving—will come from the national income and product account (NIPA) 
data. It is on these first two lines that the FOF construction ties in with the 
income and outlay accounts that lie above the capital finance accounts in the 
SNA. The key breakdown of capital formation between central government and 
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other sectors is usually available in the NIPA source. The saving breakdown is 
generally more troublesome. The NIPA source will have a rest-of-world saving 
figure that is (minus) the surplus of the nation on current account, but NIPA is 
unlikely to have central government saving. This figure may well have to be 
derived as an operating surplus from die central government data. Given the 
domestic saving breakdown between central government and other sectors, one 
has (by subtraction from gross capital formation) the surplus or deficit of each 
sector, shown in Table 13.1 as net lending or borrowing. 3 This is die figure to be 
analyzed into the incurrence of liabilities (financial sources of funds in Table 
13.1) and the acquisition of financial assets (financial uses in Table 13.1) in die 
lower section of die matrix. 

Now consider the initial derivation of each of the directly estimated sector 
accounts from its basic sources. For the central government, two such sources 
are generally available: the data associated with the budget-making process and 
the data associated with the auditing process. Each will contain past actuals for 
income, outlay, and financing—the budget source often being more up-to-date 
but less detailed. The quality of either source may be much better than the other. 
It is better to stick to one source if possible, since each reflects a whole system of 
accounts and tables. 

The worksheet task is to transcribe the balancing account and supporting 
detail so that the account can be rearranged and condensed to yield a first 
approximation to the Table 13.1 sector account. The focus will first be on deriv¬ 
ing a nonfinancial surplus or deficit from the revenue and expenditure figures. 
The main difficulty is die removal of financial transactions from the expenditures 
and revenues. 4 Expenditures are likely to contain new loans or equity advances 
(or both) made and also repayments of government debt principal; receipts will 
probably contain some types of debt issues and repayments to the government of 
principal on loans. These financial entries are to be assigned below the line to 
complete the estimates for the net increases in government debt and government 
loans. It is useful to keep the balance in the account during this process of 
netting, reclassification, and condensation, making use of a miscellaneous (or 
“other sources”) net item. Finally, if necessary, the nonfinancial surplus control 
figure from the government finance data can be combined with the capital for¬ 
mation figure from the income and product data to obtain a residual estimate for 
central government gross saving. 

As this process proceeds, classification decisions will be made. If ways and 
means advances from the central bank can be identified in these data, they can be 
assigned either to the bank loans or government debt category according to local 
policy usage. For FOF purposes, where they are assigned is not critical; the key 
point is to make the same assignment in the central bank account. 

In broad outline, the estimation of the rest-of-world account from the balance 
of payments data is a simple affair. 3 The debits and credits are reversed to shift 
to a rest-of-world viewpoint, and the current account is netted down to a single 
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gross saving figure. In the transforming of the capital account, it is essential that 
the basic data separate asset items from liability items (not merely debits from 
credits) so that financial uses can be separated from sources. The capital flow to 
the official sector is an estimate of the rest-of-world’s acquisition of government 
debt, and that to die private sectors is an estimate of its acquisition of other 
domestically issued debt. All the rest-of-world liabilities are assembled into the 
claim category of foreign assets. To the extent that these are held by the central 
bank or the commercial banks, they become foreign exchange; in general, other 
domestic sector holdings are small. It is sometimes analytically desirable to 
present the foreign exchange of the two banking sectors on a net basis, and that 
convention is followed here. In principle, then, the rest-of-world’s foreign ex¬ 
change entry is the sum of the net foreign exchange held by commercial banks 
and by the central bank. These entries are the bulk of die foreign assets line. 

The flows for both the central bank and the commercial banks in Table 13.1 
are derived as balance sheet increments. The basic process is again straightfor¬ 
ward. Balance sheet transcriptions are taken from the basic banking statistics; 
they are reclassified into FOF format, and increments are taken. To ensure that 
the currency and deposits liabilities of the banking sectors reflect the entire 
quantity of money, a small accounting adjustment is sometimes made, transfer¬ 
ring any monetary accounts of the central government into the central bank 
account. 

Whenever financial flows are being estimated by balance sheet increments, as 
here, the question arises whether these increments reflect only the transactions in 
the instrument or also reflect book write-ups or write-downs. 6 Conceptually, the 
revaluations should be removed so that the flow portrays only the transactions. 
Practically, the matter hinges on the size of the revaluation in relation to the flow 
and, indeed, on whether the data availability makes the removal possible. Fortu¬ 
nately, for developing countries, experience indicates that the problem is not 
serious in the banking sectors as far as the domestic assets and liabilities are 
concerned. 7 It is most likely to arise in foreign assets and with respect to net 
foreign exchange. For example, it has become somewhat conventional for central 
bank balance sheets to revalue their monetary gold stocks for balance sheet 
purposes. Because the international transactions in gold are likely to be small, 
the flow will be overwhelmed in the balance sheet increment by a revaluation of 
the stock, and a removal adjustment will be essential. 

With respect to commercial banks, the sector coverage will be governed by 
the basic aggregation in the banking statistics. It is very important for effective 
sector articulation that the data used be as of the actual year end and not, for 
example, as of the end of the last business week of the year. In the account for 
this sector, it is useful to accept for the time being die definition of bank loans 
that is found here (interbank loans eliminated). Further, the bank loan portfolio 
figures are taken as the statistical control total for the bank loans (other loans and 
advances) category. With the Table 13.1 matrix, die only institutional sector 
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breakdown of bank loans that is required is that between central government and 
other, and the usual balance sheet will provide it But to anticipate, a bank loan 
classification by institutional sector (loans to local governments, government 
enterprises, other financial institutions) will at a later stage be very useful. 

Once preliminary sources and uses of funds accounts have been completed for 
the four sectors, the assembly of the other domestic sector in Table 13.1 is 
simply a matter of calculating the residuals to balance the cross totals. In this 
process, any items in the discrepancy columns not involving die other domestic 
sector should be taken as given. In fact, the discrepancy col umns should be 
treated as if they comprise an institutional sector, with a residual estimate at the 
bottom to force the total net sources to zero. 

The matrix at this stage is a fairly rough affair. It is essential now to examine 
and tighten the articulation of the sector accounts. This is best done by focusing 
“crosswise” on the transaction type accounts or the level version of these ac¬ 
counts, which may be called debt distribution tables. For example, suppose that 
the banking statistics offer a table that breaks down the government debt hold¬ 
ings by sector, or that such data are available for portions of the government debt 
such as treasury bills or government bonds. The assembly of such tables may 
well have involved adjusting the technical basis of the various sector records into 
uniformity and may thus enable the compiler to do so as well. 8 Most important, 
this process should enable one to make progress on what are likely to be the 
main inconsistencies at this stage—the coverage of the types of transaction. 
Borderline transactions need to be treated in the same way by all sectors across 
the matrix. For example, if the treasury carries an overdraft, it must consistently 
be assigned either to deposits or to bank loans. 

In the end, the compiler will have a matrix of substantial usefulness both as a 
way of conceptualizing important relationships and as a source of substantive 
analysis. If it is urged that a residually estimated “other domestic sector” is not 
a very firm basis for economic policy, then die reply must be that these esti¬ 
mates are inferred from data for the central government, the banking system, 
and the balance of payments that are routinely used as the basis for policy. One 
may as well see clearly what such data imply for the other domestic sector. 
Finally, as it is hoped this description has made clear, one has an instrument 
that is feasible and inexpensive to create—easily done by one social accountant 
in, perhaps, two months. 

Tightening the System 

One of the great advantages of the initial FOF implementation described above is 
its launching of a creative stage for the statistical system of a developing coun¬ 
try. Broadly speaking, the condensed FOF matrix provides the incentive and 
points out the direction for several substantial improvements in financial statis¬ 
tics. The nature of these developments will now be indicated. 
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Table 13.1 might have very few entries in the discrepancy columns. If this is 
the case, it would not be because of the high quality of die estimates, but rather 
because of the necessity for residual estimates for die other domestic sector. In 
effect, many of the discrepancies will be transferred to and incorporated in the 
estimates for this sector. These discrepancies can be conceived of as arising from 
the existence of two differing estimates for one FOF matrix cell—estimates from 
two differing statistical sources. For example, figures for bank reserve deposits 
usually appear in the balance sheets of both the central bank and die commercial 
h anks . If die figures differ and if, rather than selecting one as the basis for both 
bank reserve flow estimates, both flow estimates are retained—each in its re¬ 
spective sector—then the discrepancy will appear in the discrepancy column. It 
is very important in FOF work to make such identifications wherever possible 
and to have them appear in the discrepancy columns: if the discrepancies are 
large and involve key policy variables, they should be out in the open so they can 
be dealt with. 

The estimates assembled so far have involved three (largely) separate data 
sources. Thus it is likely that this sort of discrepancy will already have been 
encountered and that the differences will turn out to be recalcitrant (i.e., the 
estimates cannot be reconciled by modest efforts). Five possibilities for such 
discrepancies might well be significant: (1) central government borrowing from 
abroad (central government versus balance of payments data), (2) central gov¬ 
ernment cash balance (central government versus banking data), (3) change in 
foreign exchange reserves (balance of payments versus banking data), (4) central 
government gross saving (central government versus national income and prod¬ 
uct data), and (5) government debt issue (central government data versus data 
compiled in the central bank). 

To gain a sense of why the exploration of these discrepancies has creative 
possibilities, visualize the typical statistical “system” of many developing 
countries. The data sources considered here will to some extent correspond to 
different data-producing organizations. Perhaps there will be a bureau of 
statistics producing the national income and product data. Probably the cen¬ 
tral bank will supervise banking data and die assembly of the balance of 
payments data, and the treasury (or auditor general) will generate the central 
government data. In a developing country these organizations may well gen¬ 
erate their respective data with a minimum of technical communication with 
respect to statistical methods or detailed breakdowns. Coordination and coop¬ 
eration among governmental agencies may not yet have developed. The point 
is that a detailed reconciliation effort of the sort required to reduce the FOF 
discrepancies requires the kind of technical consultation that can become an 
important force for coordination. 

Organizationally, FOF analysis also needs a home. Some single agency needs 
to be responsible for its generation; an interagency committee will not have 
sufficient authority to be successful. Probably the central bank will have closest 
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access to the necessary data sources and, eventually, to analytical users. The 
latter is desirable because users will press for continuous, current generation of 
the data and for needed types of further detail. 

Expanding the System 

The strategy for expanding the condensed matrix, either toward die 1968 SNA’s 
sector capital finance accounts scheme or toward a still fuller FOF system, is the 
same simple one: to break down the “other domestic sector”—that is, to proceed 
to make direct estimates for subsector accounts and in turn break each subsector 
account out of the other domestic sector, each time leaving a smaller and more 
homogeneous, residually estimated other domestic sector. This procedure im¬ 
plies that added sector detail is more useful analytically than transaction detail at 
this point. This will continue to be true until the main parts of the enterprise 
sector can be separately shown. 

If a country has a substantial system of economic planning, an appropriate 
statistical direction would be toward a public sector account (i.e., to estimate 
accounts for provincial and local government and for government enterprises). 
Provincial and local governments themselves (or at least the large ones) should 
be able to provide income, outlay, and financing data in budget documents. If 
necessary, earlier actuals can be carried forward on the basis of budget figures. 
Or it may be possible to assemble a synthetic account from data from the plan¬ 
ning ministry if the plan covers provincial and local government capital forma¬ 
tion and financing. In addition, perhaps the banking data can provide figures for 
bank loans to this sector. As this sector is entered into the matrix, the compo¬ 
nents of provincial and local government debt issues will be defined and allo¬ 
cated. There may be security issues (perhaps assigned into other domestic debt), 
borrowing from the central government (into central government loans), bank 
loan borrowing (into other loans and advances), and, perhaps, borrowing from 
abroad (into other domestic debt). 

Next, nonfinancial government enterprises will be considered. Suppose 
that the central government or planning data do not provide the detail needed 
to assemble a capital finance account, and so a new compilation must be 
made. The initial task will be to transcribe the balance sheet and appropriate 
income statement items for each enterprise from published annual reports or 
reports filed with regulatory agencies or with the registrar of companies. 9 If 
there are many such enterprises, a sample of the largest may be advisable; 
often, a surprisingly small number of government enterprises can account for 
80 percent or more of the sector. Given the transcriptions, a standard balance 
sheet format must be designed—one as close as possible to the FOF classifi¬ 
cation but still one into which all the enterprise statements can be trans¬ 
formed in order to permit compilation. If the accounts have been audited by 
auditing companies, the balance sheet formats will already be quite similar. 
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At this point in die derivation of the FOF account from these data, rough esti¬ 
mates of some items will no doubt be necessary. Finally, either the sample 
or blown-up estimates for the universe may be used for the FOF sector. 

Another subsector that will be quite easy for most developing countries to 
assemble is that of the nonbank financial institutions. In the early development of 
a financial system, there are usually few such institutions. The procedure is as 
outlined above for government enterprises. 

These expansions of the condensed matrix are illustrated in Table 
13.2. The sectors in the matrix at this stage are similar to die full FOF 
scheme, except that private corporate enterprises are not yet separated out of 
the other domestic sector. 10 For many developing countries, this will be as far 
as the FOF implementation can be taken, given a modest commitment of 
resources. An assembly of basic financial data for private corporations is not 
likely to exist, and such a compilation may be beyond the capability of a 
small statistical shop. Thus the final stage in this case will await the compila¬ 
tion from tax files, official financial reports, or company reports of aggregate 
balance sheets and income statements for a significant sample of private 
companies. Still, these data are important for many uses, and the task of 
compilation will not be an enormous one. 11 

Throughout this description of breaking-down the other domestic sector, 
little attention has been paid to die expansion of detail for transaction types. 
But the coverage of financial transactions has been slowly expanding. Each 
new direcdy estimated subsector picks up new claims in its liabilities or its 
portfolio that were not previously in the matrix because, in effect, they were 
washed out when die subsector was a consolidated part of the other domestic 
sector. That sector is de facto a consolidated one because of its residual 
derivation. Thus, perhaps the greatest increase in the system’s coverage of 
private claims will occur when private corporations can be finally separated 
from households. 

A final commentary relating SNA 1993 to the implementation process as it 
has been described here should be made. As the developing countries set out to 
disaggregate the national capital finance account into sector capital finance ac¬ 
counts, their data sources do not permit them first to estimate such an account for 
general government as a whole and then break it down further into central, 
provincial, and local government, or to estimate such an account for all financial 
institutions and then break this down into the central bank, commercial banks, 
and other financial institutions. As we have seen, the process is rather the re¬ 
verse. Accounts are first estimated for the key subsectors—those of policy im¬ 
portance—and these are later added to in order to assemble government or 
financial institutions or nonfinancial enterprises as a whole. This suggests a 
sequence of standard systems—a developmental sequence that would guide 
countries toward the implementation of a full FOF system. 
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Notes 

1. United Nations, A System of National Accounts , Studies in Methods, series F, no. 
2, rev. 3 (New York: United Nations, 1968). 

2. Use of this format is recommended not only for countries with the least-developed 
statistical systems but also as the starting FOF format for countries at a more advanced 
statistical stage. 

3. As a first approximation, these lines for the banking sectors may be assumed to be 
zero. 

4. Other technical problems may involve the removal of internal transaction entries 
and the adjustment of accrual items. 

5. It is assumed here that the figures for the balance of payments current account 
surplus from the balance of payments data and the rest-of-world saving from NIPA data 
are equal, apart from sign reversal. 

6. The issue here is not affected by whether the gain or loss is realized, but rather by 
whether balance-sheet valuations reflect the gain or loss, realized or not The sale of a 
financial asset that realizes and records a gain should be viewed as a book revaluation 
followed by a transaction. 

7. It is assumed here that the commercial banks* long-term bond holdings are small. 

8. The major origins of discrepancies may be listed as differences in (I) sector 
coverage, (2) transaction classification, (3) basis of valuation, (4) timing of recording, and 
(5) degree of netting or of consolidation. 

9. Gross saving can be approximated by the sum of retained profit plus the deprecia¬ 
tion charge from the income statement Gross capital formation can be approximated by 
the increment in gross fixed assets. For details see reading 16. 

10. The other domestic sector may still include local governments and the government 
enterprises and nonbank financial institutions lying outside their respective samples. 

11. Far off on the horizon, the question might arise whether to split a noncorporate 
business sector away from a remaining household sector, as is done in some full FOF 
systems. Even if data are available, such a split would be highly arbitrary in the institu¬ 
tional context of most countries. It would seem wise to leave noncorporate business 
sectored within households, except for the quasi-corporate portion. 
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International Monetary Fund Institute 

Estimates from the IMF Accounts: 

Kenya 

( 1981 ) 


The purpose of this workshop is to show how income and financial transactions 
undertaken in a modem economy, divided into economic sectors according to 
type of activity or pattern of behavior, can be organized and summarized conve¬ 
niently in a set of interrelated accounts. The usefulness of setting up a flow-of- 
funds system lies in the fact that it describes the financing of the various sectors 
of the economy and die categories of market instruments used in financial trans¬ 
actions. Such a system brings out explicitly the important macroeconomic ac¬ 
counting identities that aid in the formulation of behavioral hypotheses, and it 
helps in the design and control of development plans, as well as in the design and 
checking of consistency of short-run financial programs. 

Relations with the Monetary Survey, Government Finance 
Statistics, and Balance of Payments Statistics 

Many countries do not have a comprehensive system of flow-of-funds accounts, 
in part because of a lack of requisite information. In most cases, data on private 
sector saving, investment, and financing are so fragmented that the private sector 
columns in the flow of funds summary are difficult to fill. Nevertheless, a part of 
this information gap can be closed by making use of the monetary survey, 
government finance statistics, and balance of payments statistics, which are gen¬ 
erally available. These data are normally compiled with considerably shorter 
delays and at more frequent intervals than national income data. The crucial 
problem is that of achieving an adequate and consistent allocation of the data by 

Excerpted, with permission, from International Monetary Fund Institute, “Workshop 4: 
Flow-of-Funds,” in Financial Policy Workshops: The Case of Kenya, ch. 6 (Washington, 
DC: International Monetary Fund, 1981), pp. 137—39,142-50,305. 
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sector. In order to show the intersectoral relationships as in a flow-of-funds 
system, changes in assets and liabilities in these accounting sources must be 
allocated by sector according to consistent criteria, so that flows originating 
in one sector and directed to another (as shown in the first sector’s statement) 
are consistent with flows recorded in the second sector (as directed to it from 
the first). 

The monetary survey is a consolidated statement of the banking system, i.e., 
the monetary authorities and deposit money banks. It does not include other 
financial intermediaries. In this classification, the nonbank financial intermediar¬ 
ies are lumped together with the private sector. Similarly, when government 
finance statistics are available only for the central government, municipal and 
local governments and public enterprises are classified with the private sector. 
Furthermore, in terms of data classification, there are differences between na¬ 
tional income accounts, on the one hand, and balance of payments statistics and 
government finance statistics, on the other. 

The sectoral position for the foreign sector (X -M), which represents net 
lending to the rest of the world in the national income accounts, is not identi¬ 
cal to die net balance on current account in the balance of payments. 1 Among 
other differences, net lending in the national income accounts classification 

(1) includes the net purchases of nonfinancial intangible assets such as leases, 

(2) excludes earnings reinvested in direct investment enterprises, and (3) 
excludes shipments of commodities between a parent enterprise and its subsid¬ 
iary that do not involve a change of ownership. In the balance of payments, (1) 
net purchases of nonfinancial intangible assets are included in the capital ac¬ 
count, (2) die direct investors’ share of reinvested earnings is shown as invest¬ 
ment income and is balanced by entries in the capital account, and (3) shipments 
of commodities between a parent enterprise and its subsidiary without a change 
of ownership are included with merchandise. 

Expenditures and revenues of the government in the national income accounts 
are not identical to those reported in the government finance statistics. A signifi¬ 
cant difference is that national income accounts adhere to an accrual basis of 
recording, reflecting production and delivery, whereas transactions in the gov¬ 
ernment finance statistics are recorded on a payment basis. Other major differ¬ 
ences are: (1) resources representing past or future transactions, such as 
consumption of fixed capital and imputed contributions to unfunded pension 
schemes, are excluded from the government finance statistics while they are 
included in the national income accounts; (2) government lending operations 
undertaken for public policy purposes are classified with expenditure in the 
government finance statistics rather than with financing (as in national accounts); 
and (3) banking and monetary authorities’ functions performed by government 
are separated from government in the government finance statistics, while they 
are grouped with government in the national accounts. 2 

When consistent allocation by sector is made and data are classified appropri- 
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ately, the monetary survey, the central government budgetary operations, and 
the balance of payments summary can be used in the summary of flow-of- 
funds accounts. 

National Accounts and Flow-of-Funds of Kenya, 1976 

Basic income and financial data for Kenya for the years 1975-76 are provided in 
Tables 14.1 to 14.7. Several points should be mentioned before the flow-of-funds 
accounts are compiled. First, since no separate data are available for the house¬ 
hold and corporate sectors, the transactions of these two sectors vis-a-vis the other 
sectors of the economy are consolidated into one sector, i.e., the private sector. 
Second, insufficient information is available regarding the income and financial 
transactions of die local governments, other official entities, and the nonbank 
financial institutions. For this reason and from a practical policymaking point of 
view, the government sector includes only Budgetary Central Government, while 
the banking sector comprises the Central Bank and the commercial h anks . 

Table 14.8 summarizes the relevant data on income-expenditure and financial 
transactions from the previous tables for die compilation of flow-of-funds ac¬ 
counts for Kenya for 1976. Some adjustments have been made for die conve¬ 
nience of the compilation. The resulting summary matrix of income and 
flow-of-funds accounts for 1976 is presented in Table 14.9. 
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Table 14.1 

Kenya: Selected National Accounts Data, 1975-76 (in millions of Kenya 
shillings) 


Hem 

1975 

1979 

Resource* 

GDP at factor cost in current prices 

20,560 

25,257 

Indirect taxes and subsidies 

2,783 

3,325 

GDP at market prices 

23,343 

28,581 

Imports of goods and services 

8,358 

9,436 

Total 

31,701 

38,017 

Use of resources 

Private fixed investment 

2,824 

3,390 

Public fixed investment 

2,028 

2,450 

Change in stocks 

-275 

133 

Gross investment 

4,576 

5,973 

Private consumption 

15,731 

17,542 

Public consumption 

4,258 

4,943 

Total consumption 

19,937 

22,485 

Gross domestic expenditure 

24,583 

28,457 

Exports of goods and services 

7,138 

9,580 

Total 

31,701 

38,017 

National income 

GDP at factor cost 

20,560 

25,257 

Factor incomes received from abroad 

428 

352 

Factor incomes paid abroad 

1,258 

1,444 

GNP at factor cost 

19,732 

24,185 

Indirect taxes and subsidies 

2,783 

3,325 

GNP at market prices 

22,515 

27,490 


Source: Kenya, Economic Survey, 1978. 
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Table 14.2 


Kenya: Summary of Central Government Budgetary Operations, Fiscal 
Years 1976 and 1977 (in millions of Kenya shilling; year ending June 30) 



Hem 

1978 

1977 

1 

Current revenue 

5,123 

6,149 

1.1 

Tax 

4,571 

5,297 

1.2 

Nontax 

552 

852 

2 

Capital revenue 

— 

— 

3 

Total revenue (1 + 2) 

5,123 

6,149 

4 

Grants 

201 

234 

4.1 

Current 

61 

24 

4.2 

Capital 

140 

210 

5 

Total revenue and grants (3 + 4) 

5,325 

6,383 

6 

Current expenditure 

4,904 

5,580 

7 

Capital expenditure 

1,259 

1,660 

8 

Total expenditure (6 + 7) 

6,164 

7,240 

9 

Lending minus repayments 

870 

470 

10 

Expenditure and lending minus repayments (8 + 9) 

7,034 

7,710 

11 

Current account surplus or saving (without 




grants) (1 — 6) 

219 

569 

12 

Gross fixed capital formation 

1,059 

1,388 

13 

Gross capital formation 

1,059 

1,388 

14 

Overall deficit/surplus (5 — 10) 

-1,709 

-1,327 

15 

Financing (= 14) 

1,709 

1,327 

15.1 

Abroad 

639 

464 

15.2 

Domestic 

1,070 

863 

15.2.1 

Nonbank 

670 

868 

15.2.2 Deposit money banks 

350 

684 

15.2.3 Central Bank 

50 

-689 


Sources: International Monetary Fund, Government Finence Statistics Yearbook, Vol. 2 (Wash¬ 
ington, 1978), and Intemationai Financial Statistics, various issues; Central Bank ot Kenya, Annual 
Report for the Financial Year Ended 30th June, 1977. 
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Table 14.3 


Kenya: Expenditure and Lending Minus Repayments by Economic Type for 
Budgetary Central Government, Fiscal Years 1976 and 1977 (in millions of 
Kenya shillings; year ending June 30) 



Item 

1978 

1977 

1 

Total expenditure and lending minus 




repayments (II + V) 

7,034 

7,710 

II 

Total expenditure (III + IV) 

6,164 

7,240 

III 

Current expenditure 

4,904 

5,580 

1 

Expenditure on goods and services 

2,230 

2,965 

1.1 

Wages and salaries 

1,295 

1,379 

1.2-3 

Employers' contributions 

18 

22 

1.4 

Other purchases of goods and services 

918 

1,564 

2 

Interest payments 

391 

479 

3 

Subsidies and other current transfers 

2,283 

2,136 

3.3 

Transfers to other levels of National Government 

1,258 

1,365 

3.6 

Transfers abroad 

20 

26 

IV 

Capital expenditure 

1,259 

1,660 

4 

Acquisition of fixed capital assets 

1,059 

1,388 

6 

Purchases of land and intangible assets 

174 

272 

7 

Capital transfers 

26 

— 

7.1 

Domestic 

26 

— 

7.1.1 

To other levels of National Government 

26 

— 

V 

Total lending minus repayments 

870 

470 

8 

Domestic 

870 

470 

8.1 

To other levels of Government 

434 

161 


Sources: International Monetary Fund. Government Flnanca Statistics Yearbook, Vol. 2 (Wash¬ 
ington, 1978); Kenya, Appropriation Accounts, Othor Public Accounts and tha Accounts ot tbs 
Funds for tha Yaar 1978/76 and 1976/77. 





Kenya: Monetary Survey, December 1974^1 une 1977 (in millions of Kenya shillings) 

Item 1974 1975 1976 1977 
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Foreign liabilities include use of Fund credit. 

Foreign exchange holdings. 

Includes Cereals and Sugar Finance Corporation and Agricultural Finance Corporation. 

Adjusted for “uncleared effects." 

The domestic counterpart of Kenya's SDR allocation was transferred in September 1975 to treasury deposits with the Central Bank of Kenya. 


Kenya: Summary Accounts of the Monetary Authorities, December 1974-June 1977 (in millions of Kenya shillings) 
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Kenya: Summary Accounts of the Commercial Banks, December 1974-June 1977 (in millions of Kenya shillings) 
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Money and quasi-money 4,684 5,088 5,523 6,364 6,859 9,220 

Demand deposits 2,881 3,063 3,249 3,898 4,079 5,764 

Time and savings deposits 1,803 2,025 2,274 2,466 2,780 3,456 

Sources: Central Bank of Kenya, Annual Report for the Financial Year Ended 30th June, 1977; International Monetary Fund, International Financial Statistics 
July 1978. 
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Table 14.7 

Kenya: Balance off Payments Summary, 1976 (in millions of Kenya shillings) 


Item 


Current account 
Trade balance 

Imports, cJJ. 

Exports, f.o.b. 

Services 

Freight and insurance 
Other transportation 
Foreign travel 

International investment income 
Government transactions, n.e.s. 
Other services 
Transfers 
Private 
Government 

Capital account 
Private tong-term 
Government long-term 
Government corporations long-term 
Short-term 
Government 

Government corporations 
Commercial banks 
Private 

Errors and omissions 

Overall balance 

Financing (in cr ease in assets) 

Gross official reserves 
Use of Fund credit 
Other liabilities 1 



1976 

Net 

Source 

Use 

Source 

10,552 

11,250 

-696 

6,224 

8,158 

-1,934 


8,158 

-8,158 

6fi24 


6,224 

3,688 

2,722 

966 

550 

92 

458 

1,516 

558 

958 

858 

260 

598 

310 

1J62 

-952 

no 

232 

-62 

284 

318 

-34 

640 

370 

270 

144 

186 

-42 

496 

184 

312 

1,677 

237 

1,440 

512 

50 

462 

702 

-8 

710 

188 

86 

102 

275 

109 

166 

— 

12 

-12 

6 

8 

-2 

-35 

67 

-102 

304 

22 

282 

— 

— 

34 

— 

— 

776 

158 

934 

-776 

— 

870 

-870 

158 

— 

158 

— 

64 

-64 


Sources: For th* current account and tha capital account (except commercial banka), the data 
are taken from Kenya, Economic Survey, 1978. The data for commercial banka and financing are 
taken from International Monetary Fund, International Financial Statistic*, July 1978, in order to 
ensure consistency with the monetary accounts for purposes of financial programming (see Work* 
shop 9: Financial Programming). The adjustment for the resulting discrepancy is contained in the 
residual item, Errors and omissions. 

Noto: n.s.s. = not elaewhere specified. 

1 Includes foreign banks' deposits with the Central Bank of Kenya and International Monetary 
Fund deposits. 
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Table 14.8 

Kenya: Income-Expenditure and Financial Transactions, 1976 (in millions of 
Kenya shillings; at current prices) 


Income-Expenditure Transactions 


Private sector 

Amount 

Sources 1 

Imports of goods and nonfactor services 

9,436 

(8 and 14) 

Payments (abroad) for factor services 

1,444 

(14) 

Tax payments 

4,934 

(9) 

Other payments to Government 

702 

(9) 

Transfer payments abroad 

347 

(10 and 14) 

Receipts from the sale of goods and services to Government 

4,257 

(10) 

Exports of goods and nonfactor services 

Transfer receipts 

9,560 

(8 and 14) 

From the Government 

2,187 

(10) 

From abroad 

422 

(9 and 14) 

Receipts from factor services (abroad) 

352 

(14) 

Other income 

4,749 

(8 and 9) 

Intrasector investment (including variation in stocks) 

Government sector 

4,749 

(8 and 9) 

Consumption of goods and services 

1,241 

(10) 

Payments for wages and salaries 

1,792 

(10) 

Government investment 

Transfer payments 

1,224 

(9 and 10) 

To private sector 

2,187 

(10) 

Abroad 

23 

(10) 

Tax revenue 

4,934 

(9) 

Transfer receipts from abroad 

218 

(9) 

Other income 

Foreign sector 

Payments for goods and nonfactor services (exports of 

702 

(9) 

the domestic economy) 

9,560 

(8 and 14) 

Transfer payments 

640 

(14) 

Payments for factor services 

Receipts from the sale of goods and services (imports 

352 

(14) 

of the domestic economy) 

9,436 

(8 and 14) 

Transfer receipts 

370 

(14) 

Receipts from factor services 

1,444 

(14) 
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Table 14.8 (continued) 


Financial Transactions* 

Banking sector 

Credit to private sector 
Credit to government sector 
Foreign assets 

Currency in circulation (outside banks) 

Treasury deposits with the banking sector 
Demand deposits of the private sector 
Time and savings deposits of the private sector 
Other liabilities to private sector 
Foreign liabilities 
Other sectors 

Private sector's holdings of government securities 
increased by 

Outstanding external debt of Government increased by 
Direct foreign investment in the private sector increased by 
Government loans to the private sector increased by 


930 (11) 

254 (11) 

905 (12 and 13) 
391 (11) 

123 (11) 

743 (11) 

506 (11) 

299 (11) 

27 (12 and 13) 


600 (9,11,14) 

552 (9) 

1,024 (9 and 14) 

670 (9) 


1. Sources 8 through 14 refer to Table 14.1 to 14.7, respectively. 

* These data represent changes in assets and liabilities of the private, government, and 
foreign sectors during 1976. 
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Notes 

1. International Monetary Fund, Balance of Payments Manual, 4th ed. (Washington, 

DC: International Monetary Fund, 1977). 

2. International Monetary Fund, A Manual on Government Finance Statistics: Draft 
(Washington, DC: International Monetary Fund, 1974). 
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Board of Governors of the 
Federal Reserve System 

Worksheet Methods 

( 1993 ) 


This section of the guide describes characteristics of the data in die flow-of- 
funds accounts and discusses procedures used for seasonal adjustment and esti¬ 
mation of the data. 

Time Series 

The data in the accounts are maintained as economic time series, that is, sets of 
observations of economic variables collected at regular time intervals, with one 
observation for each period The series begin in 1945. Quarterly data for the 
accounts are available from the first quarter of 1952; for 1945 through 1951, 
only annual data are available. When a time series is created for a new financial 
instrument or a new sector, values for earlier periods are assumed to be zero, and 
when a financial instrument no longer exists (e.g., deposits in die Postal Savings 
System, which was discontinued in 1985), the item is carried at zero from then 
on to facilitate compilation of the accounts. 

Flows and Levels 

The flow-of-funds accounts are published in both flow and levels versions; most 
flow tables have a corresponding levels table. The time reference for a flow 
variable is a period of time. Personal income—the amount individuals earn dur¬ 
ing a particular period of time, such as a week, month, or year—is a flow 


Excerpted from Board of Governors of the Federal Reserve System, Guide to the 
Flow-of-Funds Accounts (Washington, DC: Board of Governors of the Federal Reserve 
System, 1993), pp. 27-31,35, 120-27,432-41. 
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variable, as are die net acquisition of government securities and borrowing 
from banks. 

A level, also referred to as a stock variable, a position, or an outstanding, 
shows a value at a particular point in time. The balance in an individual’s 
checking account at the end of a particular day is a level. Holdings of equities by 
households at the end of a quarter and commercial mortgage debt outstanding at 
commercial banks at the end of a year are other examples of levels. 

The tables in this guide show the flows reported in the accounts for 
1991. Some series, such as personal income or saving, exist only in flow form, 
whereas other series exist as both flows and levels. In many cases, data collected 
from reports or other sources for use in die accounts are in levels form; staff 
members of the Flow-of-Funds Section calculate the flow from these series, 
taking account of changes in value or series breaks where appropriate. 

Series Breaks 

Data for many flow series in the flow-of-funds accounts are found by calculating 
changes in levels between two points in time. In some instances, however, the 
change in the level does not equal the flow. One reason is that some series are 
shown at market value rather than at book value (i.e., historical cost). For series 
shown at book value, the flow ordinarily equals the change in the level; for series 
shown at market value, the change in the level between two periods is not equal 
to the flow. For example, corporate equities that are held as assets are valued in 
the accounts on a market-value basis, and the level for any period differs from 
that for the previous period by the flow, or net issuance, plus the change in 
market value—that is, the capital gain or loss. 

A second reason the change in a level from one period to the next may not 
equal the flow is that a discontinuity has occurred in the levels series. A disconti¬ 
nuity arises when the group of institutions that constitute a universe changes, 
when institutions change the reports they use, or when a series is restated at 
another basis of valuation or its definition is changed; a discontinuity may also 
temporarily appear in the accounts when revised data for only recent time peri¬ 
ods are incorporated, with incorporation of revised data for earlier periods post¬ 
poned until the annual revision of the accounts. 

Some flow-of-funds series, such as the series for holdings of corporate equi¬ 
ties, have series breaks for virtually every period, but most other series rarely 
have breaks. A series that is a sum of several others or that is calculated as a 
residual will have series breaks for the periods during which any of its compo¬ 
nent series have them. 

Periods of Coverage 

The levels that appear in the flow-of-funds accounts are the values outstanding 
for the series on the last day of the period, and the flows are the changes from the 
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last day of one period to the last day of the next period. In this respect the data in 
the accounts differ from those that appear in a number of other Federal Reserve 
publications, which show data as average values during the period. 

The quarterly flow-of-funds publications cover the three-month periods end¬ 
ing in March, June, September, and December, as do NIPA figures. Tables of 
annual values outstanding give figures as of the last day of the year, which is die 
same as the fourth-quarter level. Some flow-of-funds publications show quar¬ 
terly data on an unadjusted, or not seasonally adjusted, basis; annual flows of 
unadjusted data—that is, the totals of the flows for all four quarters of the 
year—are the same as the average of the flows for the four quarters of data that 
are shown at seasonally adjusted annual rates. 

Revisions 

Recent data—usually only data for the most recent two years—are revised with 
each release of die Z.1 statistical release. In addition, a benchmark revision is 
made each year, to incorporate updated values for periods more than two years 
earlier and to make structural changes resulting from new estimation procedures 
or financial market changes. The annual benchmarking usually coincides with 
preparation of the second-quarter Z. 1 statistical release in September. At the time 
of the benchmarking, data may, in theory, be revised from 1945 onward; in 
practice, however, most changes are necessary for only fairly recent periods. A 
major determinant of the timing of the annual benchmarking of die flow-of-funds 
accounts is publication of the annual revision of the NIPA, usually in July. NIPA 
revisions typically cover the preceding three years, but occasionally they extend 
back earlier. Information about the revisions made for a particular release of the 
Z.1 is given in the text that accompanies the data in die release. 

Seasonal Adjustment 

In the Z.1 statistical release, quarterly flows are presented at seasonally adjusted 
annual rates. Seasonal adjustment is the application of a set of statistical proce¬ 
dures to an economic time series to remove the effect of regular variation of data 
within the year. Many series show seasonal variation. For example, individuals 
regularly increase their use of consumer credit at certain times of the year as they 
make holiday or other seasonal purchases. Figure 15.1 illustrates die effect of 
seasonally adjusting the quarterly series for consumer installment credit in the 
flow-of-funds accounts for the years 1976 through 1992. The plot of the unad¬ 
justed series shows the sharp drop in credit use in the first quarter of each year. 
When the recurring seasonal movements are removed from the data, as shown in 
the plot of seasonally adjusted data, changes in the data that are related to 
nonseasonal factors, such as the business cycle and long-term trends, can be seen 
more clearly. 
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Figure 15.1 Consumer Installment Borrowing, 1976-92 
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From the Z.l release: Table F.100, line 39 (seasonally adjusted 
data, series fal53166100.q; unadjusted data, ful53166100.q). 

Data at seasonally adjusted annual rates are calculated by multiplying the 
seasonally adjusted quarterly flow figures by four. These data at annual rates are 
an estimate of the annual total, should the quarterly seasonally adjusted flow 
continue for the entire year. The use of annual rates allows comparison of the 
data for a particular quarter with data for entire years or with data for other 
periods of different length but also expressed at annual rates. 

The flow-of-funds data are seasonally adjusted with the XI1ARIMA/88 pro¬ 
cedure developed by Statistics Canada. 1 The procedure first models the data 
using one of several ARIMA (autoregressive integrated moving average) mod¬ 
els. It then extrapolates unadjusted data one year forward and backward at the 
ends of the series and seasonally adjusts the new, longer series using the X-ll 
seasonal adjustment method, which smooths the series by sequentially calculat¬ 
ing several kinds of moving averages. 2 The extrapolation step in the 
XI1 ARIMA/88 results in better estimates than those produced by the X-ll 
procedure alone. An additive adjustment is used on flow-of-funds series, and the 
output of the procedure is a set of seasonal factors for each series that are added 
to the unadjusted flow data to obtain the seasonally adjusted flows. 

In the flow-of-funds accounts, levels data are not seasonally adjusted, and not 
all flow data are adjusted. The decision to seasonally adjust a particular series is 
made at the time of the annual revision of the accounts. As part of the annual 
revision, staff members of the Flow-of-Funds Section perform an F-test on all 
the basic inputs in the flow-of-funds data base, including unpublished intermedi¬ 
ate series, to determine whether the data for a series exhibit statistically signifi¬ 
cant seasonal variation and whether the seasonal variation is stable over the most 
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recent period, usually the past ten years. If the F-test indicates that a series has 
exhibited a stable seasonal pattern over the period in question, die behavior of 
the series is further examined by an economist who regularly follows the subject 
matter of the series to determine whether the series should in fact be adjusted. 

Interpolation 

Some of the information used in calculation of the flow-of-funds accounts is 
produced or published by the original sources only as annual data. Before the 
information can be used in the accounts, the annual data must be converted to 
quarterly form. Staff members of the Flow-of-Funds Section do so using the K-L 
method or the ratio method. 

K-L Method 

The K-L method is an interpolation procedure that creates quarterly values based 
on the behavior of the series in preceding and subsequent years. 3 The method 
involves the following formulas: 

QUl t = (llAUt-i + 5AU, + i - 6N, + 32)/64 

QUlt = (9AU t -\ + 7AU,+\ - ION, + 32)/64 

QU3, = (7AUt-\ + 9AU t +i - ION, + 32)/64 


QU4,=AU,-QU \t-QU2t-QU2, 


where QUi is the unadjusted flow for the rth quarter, t is the period or year in 
question; AUis the annual flow to be interpolated; and N is calculated as 


N,=AU,-i +AU t +\-2AU, 


Amounts outstanding, or levels, are calculated as follows: 

QIAt-i = AL^\ 

QLlt = QIAt-i + QUlt 
QL2, = QLl,+ QU2, 
QL3,= QL2, + QU3, 

QIAt—AL, 
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where QLi is the level for die ith quarter, and AL is die level at the end of the 
year in question for the annual series to be interpolated. For series that have 
breaks resulting from statistical discontinuities or revaluations (see the section 
above on series breaks), the breaks are retained by performing the K-L procedure 
separately on the flows and on the first differences of die levels and then chang¬ 
ing the levels by the amount of the interpolated first differences (but retaining the 
interpolated flows). 4 

The quarterly series derived by the K-L method display smooth intra-year 
movements that are based on the earlier and subsequent annual movements. The 
procedure requires no additional information and is suitable for calculating val¬ 
ues for a large number of series. Quarterly movements in the created series, 
however, do not necessarily reflect changes resulting from economic conditions, 
a deficiency of the K-L method. 

Ratio Method 

In the ratio method, the series being interpolated is first calculated as a propor¬ 
tion of an annual total flow or of the year-end level for a related series for which 
quarterly data are available (referred to as the “base” series); a different propor¬ 
tion, or ratio, is calculated for each year. The quarterly values in die base series 
are then multiplied by the ratio for each year to obtain quarterly values for the 
series being interpolated. 

Series for capital consumption allowances provide an example. Only annual 
data are available for capital consumption allowances on nonresidential equip¬ 
ment and structures of financial institutions. However, quarterly data are avail¬ 
able on total capital consumption allowances, which can serve as die base series. 
The ratio of capital consumption allowances in the series in question to that in 
the base series is calculated for each year, and the quarterly values are obtained 
by multiplying the calculated ratios by the quarterly value for total capital con¬ 
sumption allowances. 

The formulas for calculating the ratio are as follows: 

Rt = A t l(BQ 1/ + BQlt + BQ3t + BQ4 t ) for a flow series 
Rt-At IBQ4t for a levels series 
AQ\, = RfiQ\, 


AQ2 t = R t BQ2 t 
AQ3, = R,BQ3, 
AQ4, = R,BQ4, 
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or 


AQ4i — Af—AQ lt—AQ2t—AQ3t 


where R is the value of the ratio; A is the annual total for the series to be 
interpolated; BQi is the value of the base series for the ith quarter; and the values 
for AQi are the quarterly values that result from the procedure. For flow series, 
the sum of the four values for AQi may be slightly different from the annual total 
(A t ) because of rounding errors; to eliminate this problem, the flow value for one 
quarter can be calculated as a residual. The ratio for the preceding year is used 
for current quarters when data for the entire year are not yet available. 

Data calculated using the ratio method must be reviewed carefully when the 
base series reflects economic events that might distort die results. For example, 
in the third quarter of 1992 BEA made a large adjustment to total capital con¬ 
sumption allowances in the NIPA because of damage caused by hurricanes. In 
cases like this, it may not be appropriate for all series that are calculated as a 
ratio to the base series to show a similarly large change. 

Extrapolation 

In some instances—when data are available only with a long lag, when the 
publication schedule does not coincide with that of the flow-of-funds accounts, 
or when a temporary estimate is needed for a number that will arrive late—staff 
members of the Flow-of-Funds Section estimate the data for current quarters. For 
series that exhibit litde variation over a year, or whose current behavior is not 
well known, an extrapolation procedure is used to estimate current values. The 
estimates are based on the past behavior of die series. 

The formula for calculating seasonally adjusted flow values by this procedure 
is as follows: 


SAi = [4(7//— 3Jt + 4)]/32 
where SA is the seasonally adjusted flow, 


It —SA t-2+SAt-i 


Jt—SAt- 4 + SAt -3 

and t is the period or quarter in question. 

If the series is not seasonally adjusted, the unadjusted flow equals the season¬ 
ally adjusted flow: 


U,=SA, 
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where U is the unadjusted flow. If the series is seasonally adjusted, the unad¬ 
justed flow is calculated as 

U, = SA,+ [4(C/,-4 - &4m) + U,-8 - SA t - g 
— 2(I/f-, 2 — SA/-i 2>]/3 

If the flow series has a corresponding levels value, the level is calculated as 
follows: 

Li-Li -i + Ut 


Format of the Tables 

Line Numbering and Subentries 

The tables in this part of the guide correspond to the flow tables in the Federal 
Reserve Board’s Z. 1 statistical release, and each line in the Z. 1—called a “main 
line" or a “main series” here—appears in the following tables in boldface type 
with the same line number. 

Subentries to a main line—identified by the number of the main line plus a 
letter or letters, for example, 2 a—are, in most cases, series that are components 
of the main line. The explanation of the main series, which appears in the 
rightmost column of the table, lists all the component series that enter into its 
calculation. If a component series also appears as a subentry earlier in the same 
table, however, or as a main line elsewhere in the table, the explanation for the 
main line cites the line number of the component series but the series does not 
appear as a subentry. Therefore, the subentries to a main line do not necessarily 
constitute the complete set of components of the main series. 

Also, because some calculations begin with a total and subtract component 
series to obtain the series in question, and because some lines are calculated as 
percentages of other lines, series shown as subentries are not necessarily concep¬ 
tual subcategories of die main line under which they appear. Subentries appear in 
approximately the same order as the sector and transaction categories they refer 
to in the Z.1 release—for example, subentries for the household sector appear 
before subentries for the business sectors. 

Terminology 

The terminology used in die tables to refer to a series varies somewhat depend¬ 
ing on the circumstances. For example, series that represent assets of a sector 
may be identified as being “assets of,” “held by,” “receivable by,” or “owed to” 
that sector. Similarly, liabilities may be identified as “liabilities of,” “debt of,” 
“owed by,” or “payable by” the sector. Loan borrowings are “loans to” the 
sector, and other sources of funds are “funds raised by” or “equity issuance by” 
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the sector. For example, “large time deposits held by savings and loan associa¬ 
tions” are savings and loan assets. 

Dollar Values 

The data shown in the tables are in billions of dollars, rounded to the nearest 
$100 million. When the value for a series is less than $50 million, so that it 
rounds to zero, it is shown as an asterisk. An entry of “.0” means the value is 
exactly zero. 
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Two Illustrative Derivation Tables 

[Note: Tables 15.1 and 15.2 that follow are examples of the many derivation tables in the 
guide. These particular tables permit the reader to trace the derivation of the flow-of-funds 
estimate for the household sector’s change in checkable deposits and currency. See Table 
15.1, line 19.—Ed.] 


Table 15.1 

F.100 Households, Personal Trusts, and Nonprofit Organizations 

The household sector includes individual households, personal trusts, and nonprofit insti¬ 
tutions such as charitable organizations, private foundations, schools, churches, labor 
unions, and hospitals. Recent estimates indicate that nonprofit institutions account for 3 
percent to 4 percent of assets in this sector, and personal trusts managed by banks hold 
roughly 4 percent. Moreover, bank personal trusts hold more than 23 percent of the 
household sector’s commercial paper and 10.5 percent of its mutual fluid shares and 
corporate equities. 

For most categories of financial assets and liabilities, the household sector value is 
calculated as a residual. That is, amounts held or owed by other sectors are subtracted from 
a known total, with the remainder allocated to the household sector. For example, the total 
of federal government securities is obtained from the Monthly Treasury Statement of 
Receipts and Outlays of the United States Government (referred to herein as Monthly 
Treasury Statement, or MTS). The amounts held by other sectors (such as banks, savings 
and loans, and insurance companies) are largely known and are subtracted from this total; 
the household sector is assigned the remainder. The series calculated in this manner are 
designated by “calculated as a residual” in the table and carry a reference to the transaction 
table (e.g., table F.210) that lists the sectors included in the calculation. A few series, such 
as consumer credit, are available for the household sector directly. In contrast to the 
practice in some countries, the household sector statement in the U.S. flow-of-funds ac¬ 
counts does not include transactions of unincorporated businesses, which are shown sepa¬ 
rately in the nonfarm noncorporate and farm business sectors (tables F.102 and F. 103). 

(continued) 
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Table 15.1 

F.100 Households, Personal Trusts, and Nonprofit Organizations 

(billions of dollars) 


* * Personal outlays 

5 - Personal sawing, NIP* Cl> 

6 ♦ Credits froo gowt. i nsu r an ce 

7 ♦ Net durables In oonstcptien 

• ♦ Capital connection 
9 • Cross sawing 

19 Cross iffws at aant 

11 Capital expand, net of sales 

12 Kesidontial constructien 

IS Ceneuaer durable goads 

14 Nonprofit plant and sou ip. 

15 Net financial inwestawtt 

14 Net aog. of financial assets 

17 Cep. • or. apt. instr. 

Deposits 

Checkable dap. I ourr. 
Snell tiae * swgs.dap. 
large tine deposits 
Honey At. fund shares 

Credit At. instruments 
U.S. gowt. seouritles 
Tax-eSeapt seeurities 
Corporate 4 fgn. bands 


Nutual fund shares 
Cars orate acuities 

life Insurance r ee e r ves 
Pension fund reeerves 

Net Inw. in noneerp. bus. 
Security credit 
Nisaellaneous aesets 

Net ln er ea a a in liAllltiw 
Credit earket instruaenti 


Security credit 


1 See table P.D for derivation a# i 


FOP Coda 

1900 

1909 

1990 

1991 

lSMteeci 

4,075.9 

4,300.3 

4,444.2 

4,020.3 

154210005 

527.0 

593.3 

*21.3 

410.7 

lS4di2bd§ 

3,540.2 

3,707.0 

4,042.9 

4,209.4 

19490*009 

5,392.5 

3*454.9 

5*047.3 

4,009.9 

1S4«4714S 

155.7 

152.1 

175.4 

199.4 

343154005 

04.9 

95.3 

00. • 

02.3 

1SSD11MD 

112.* 

109.3 

05.1 

41.4 

1S41NMS 

423.5 

4*5.1 

494.9 

524.0 

lSDDMlbS 

774.7 

017.7 

045.5 

049.4 

issoteoas 

005.1 

917.0 

910.3 

045.2 

1SS05000S 

*75.2 

•99.4 

*91.5 

455.4 

1SM12HS 

20*.* 

205.4 

190.7 

172.2 

1SM11M1 

437.1 

459.4 

4*4.3 

444.1 

issoisoos 

31.5 

34.4 

34.5 

37.4 

issoeeees 

127.9 

210.4 

210.0 

209.4 

15409dddS 

455.4 

520.0 

474.3 

300.1 

isooosm 

3*7.1 

300.4 

259.9 

3.5 

154000009 

1*0.2 

200.9 

07.4 

17.4 

1SM29005 

-.0 

14.9 

22.4 

50.0 

15S05100S 

115.3 

00.0 

55.4 

10.0 

1S50SS00B 

30.5 

11.2 

•52.4 

-71.0* 

15S05400S 

25.5 

05.9 

44.2 

20.4 

154004005 

190.9 

179.5 

172.3 

-14.1 

1550*1005 

125.3 

103.5 

101.7 

-75.2 

1550*2005 

54.5 

*2.4 

30.3 

21.9 

1550*5005 

-55.4 

-5.0 

4.S 

42.9 

1550*5005 

25.2 

19.5 

21.3 

10.7 

1550*9175 

51.4 

-.1 

12.4 

-22.5 

1550*4205 

2:3 

41.9 

50.7 

129.2 

1550*4105 

-122.0 

-139.1 

-27.2 

-40.7 

155040005 

25.3 

20.0 

25.7 

22.0 

155050005 

195.4 

221.4 

104.0 

240.1 

153000001 

-31.2 

-52.5 

-39.3 

-1.5 

1530*7005 

1.0 

12.3 

9.2 

24.4 

155090005 

14.4 

14.9 

0.4 

19.0 

154190005 

525.5 

309.4 

255.5 

170.5 

154102005 

510.4 

505.4 

254.2 

150.0 

1551*5105 

254.0 

250.5 

212.9 

157.1 

15314*100 

54.0 

41.4 

19.4 

-4.5 

1551*4200 

-4.7 

.1 

-2.1 

-4.1 

1551*2005 

1.3 

2.5 

4.1 

0.0 

1551*5505 


15.4 

10.9 

10.4 

1551*0005 

-1.1 

2.5 

-2.4 

4.1 

1551*9005 

4.5 

7.1 

11.2 

10.1 

1551*7205 

1.7 

•1.0 

-3.7 

14.5 

15517*005 

4.7 

4.2 

4.9 

2.5 

5430770*3 

.4 

.0 

.1 

1.7 

157005005 

-04.5 

-100.0 

-44.0 

-15.4 


Net physical Inweetaonts 

CA) Nea i den ti al a one t r ust lea 
anpondituraa 

- Capital oonsMptlen 

• Nat inwestaant 

- None aertgaaee 

■ C xoe ss not inwsatnent 

(B) Co ns w ear durables 
expenditures 

- Capital oansAption 

■ Nat inwestaant 

• Cansunor credit 

■ Ex ce ss net inwestaant 


155012005 

204.4 

205.4 

190.7 

*3:i 

49 

154300205 

00.0 

92.1 

95.2 

SO 

155012045 

124.5 

113*5 

97.5 

74.4 

51 

153145105 

155004205 

234.0 

250.5 

212.9 

157.1 

52 

-100.2 

•125.0 

-115.4 

•42.4 

55 

155011001 

457.1 

499.4 

444.5 

444.1 

54 

imtnw 

524.5 

350.1 

379.2 

404.5 

55 

155*11045 

112.4 

109.3 

04.1 

41.4 

5* 

155144005 

50.1 

41.7 

17.5 

-12.5 

57 

155*04105 

42.5 

47.4 

47.4 

54.2 

SO 


(continued) 
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Table 15.1 (continued) 


Component 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

1* Personal ftneoust 

156010001 

4,828.3 

SCB, NIPA table 11, line 1, Personal income. 

2. Personal taxes and nontaxeo 

156210005 

618.7 

Sum of lines 2a and 2b. 

2a. Personal tax and nontax receipts 
of state and local governments 

206210001 

145.4 

SCB. NIPA table 3.3, line 2, Personal tax and 
receipts. 

2b. Personal tax and nontax receipts 
of the U.S. government 

316210001 

473.4 

SCB. NIPA table 3.2. line 2, Personal tax and 
nontax receipts. 


156012005 

4,209.6 

Line 1 less line 2. 

4. Personal outlays 

156900005 

4,009.9 

Sum of lines 4a, 4b, and 4c. 

4a. Personal consumption 
expenditures 

156901001 

3,887.7 

SCB, NIPA table 1.1, line 2, Personal consumption 
expenditures. 

4b. Interest paid by consumers to 
business 

156901103 

112.6 

SCB, NIPA table 2.1, line 28. Interest paid by 
persons. 

4c. Net penooal transfer payments 
to foreigners 

156901203 

9.7 

SCB, NIPA table 2.1, line 29. Personal transfer 
payments to rest of the world (net), or NIPA 
table 4.1, line 17, Transfer payments from persons 
(net). 

5. Personal saving (NIPA measure) 

156007105 

199.6 

Line 3 less line 4. See table F.8 for alternative 
measures of personal saving. 

4 Credits from government 
insurance transferred to the 
household sector 

363154005 

82.3 

Sum of lines 6a, 6b, 6c, and 6d. Adding these 
series transfers portions of saving to the household 
sector from the U.S. government and from the 
general fends of state and local governments. A 
corresponding subtraction appears oo each of the 
two POP government tables (F.1Q5, line 9, and 
F.106, line 11). This adjustment is made in order to 
maintain consistency with the treatment of private 
life insurance and retirement reserves. 

6a. Change in life insurance reserve 
liabilities of the U.S. 
government 

313140003 

.1 

Level from Budget of the U.S. government, part 4, 
Department of Veterans Affairs, Trust Funds, 
National service life insurance, U.S. government 
life insurance, and Veterans special life insurance, 
total assets. Adjusted to calendar-year basis and 
converted to quarterly series using K-L method. 
Unadjusted flow is the change in the level. 
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Table 15.1 (continued) 


1991 value 

Component Code (billions Explanation 

of dollars) 


6b. Change in federal employee 313151000 

retirement reserve liabilities of 
the U.S. government 


6c. Change in railroad r et ir e men t 313152000 

reserve liabilities of the U.S. 
government 


6d. Change in pension fund reserve 224090003 
liabilities of state and local 
government retirement funds, 
equal to the change in their 
reported total assets 


24.3 Level from Monthly Treasury Statement, table 6, 
schedule D, Civil service re t ire ment and disability 
fund: Public debt securities. Unadjusted flow is the 
change in the level. The complete financial 
statement for the civil service fund ap p ears in the 
December issue of the Treasury Bulletin. 

1.2 Level from Monthly Treasury Statement, table 6, 
schedule D, Railroad Retirement Board. 
Unadjusted flow is the chsnge in die level. The 
complete financial statement far the retirement 
board appears in the December issue of the 
Treasury Bulletin. 

56.7 Level at end of fiscal year from Finances of 

Employee-Re tirem ent Systems of State and Local 
Governments, table 1, sum of Cash and deposits. 
Securities, and Other investments. Data are annual: 
series is converted to quarterly using data from 
Finances of Selected Public Employee Retirement 
Systems, table 1. Total cash and security holdings. 
Unadjusted flow is the change in the level. 


durable goods, Included la 

d— a Bswaaa t ta 
r durable goods 


155011065 41.6 Line 13 less line 7a. Expenditures on consumer 

durable goods are considered current outlays in 
N1PA but investment in the FOF accounts. To 
adjust personal saving for the difference in 
treatment while maintaining balance between 
household gross saving and gross investment, the 
series for expenditures on durables is added to 
both saving and investment Capital consumption 
allowances on durables, not included in N1PA, is 
a d ded to other capital consumption allowances in 
line 8 and is deducted from durables expenditures 
in line 7. 


7a. Capital consumption allowances 156300303 404.5 

on consumer durable goods 
owned by the household sector 


Capital consumption allowances on all durable 
goods owned by consumers, valued at current cost 
from BEA Wealth Data Tape (section 1, series 
567, category 4). Date are annual; series is 
converted to quarterly by ratio method, using 
NIPA total capital consumption allowances (FOF 
series 896300003, table F.l, line 61) as the 
denominator. 
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Table 15.1 (continued) 


c ° mp °° a * 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

8. Capital to—iprtoii iMowth 
for the household sector 

156300005 

526.0 

Sum of lines 7a, 8a, and 8b. 

8a. consumptioo allowances 

and structures owned by 

(household sector) 

156300103 

24.1 

SCB, NIPA table 8.18, line 103, Consumption of 
fixed capital. Rental value of buildings and 
equipment owned and used by nonprofit 
institutions serving individuals. Data are annual; 
series is converted to quarterly by K-L method. 

8b. Capital consumption allowances 
on residential structures owned 
by the household sector 

156300203 

97.5 

Capital consumption allowances on 
owner-occupied nonfann residential structures, 
valued at ctnrent cost, from BEA Wealth Date 

Tape (section 1, series 401, category 4). Data are 
annual; series is converted so quaneriy by ratio 
method, using NIPA total capital consumption 
allowances (PCX 7 series 896300003, table F.l, 
line 61) as die denominator. 

9. Grass saving of the household 
sector 

156000105 

849.6 

Sum of lines 5,6,7, and 8. 

If. Grass hwtmrnl by the 

155090005 

865.2 

Sum of lines 11 and 15. 

II. Capital expenditures by the 
household sector, net of sales 

155050005 

655.6 

Sum of lines 12,13, and 14. 


155012005 

172.2 

Line 12a less lines 12b. 12c. and 12d, and less 

33 percent of line 12e. 

12a. Fixed residential investment 
by private domestic 
nonfinancial sectors 

195012001 

190.3 

SCB. NIPA table 1.1, line 11. Gross private 
domestic investment, residential. 

12b. Fixed residential investment 
by nonfann nonfinancial 
corporate business 

105012001 

1.1 

Investment in residential structures by corporate 
business (assumed to be all nonfinancial). valued at 
historical cost, from BEA Wealth Data Tape 
(section 5, series 29). Data are annual; series is 
converted to quarterly using quarterly data on 

NIPA total residential investment (POP series 
195012001. table F.l. line 9). 

12c. Fixed residential investment 
by term business 

135012001 

1.3 

Investment in residential structures by term 
business, valued at historical cost, from BEA 


Wealth Date Tape (section 5. sum of aeries 2 
and 4). Date are annual; series is converted to 
quaneriy using quarterly date on NIPA total 
residential investment (POP series 195012001, 
table F.l. line 9). 
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Component 


1991 value 
(billions 
of dollars) 


Explanation 


12d. Fixed residential investment 115012001 

by nonfarm noncorporate 
business 


12e. Fixed investment by real estate 645013003 
investment trusts 


15.5 Investment in residential structures by sole 
proprietorships and partnerships, valued at 
historical cost, from BEA Wealth Data Tape 
(section 5, series 31). Data are annual; series is 
converted to quarterly using quarterly data on 
N1PA total residential investment (FOF series 
195012001, table F.l, line 9). 

.6 Investment in nonresidential equipment and 

structures by holding and other investment offices, 
valued at historical cost, from BEA Wealth Data 
Tape (section 4, series 291), multiplied by the ratio 
of two levels: (1) nonresidential equipment and 
structures owned by REITs, at book value; and 
(2) nonresidential equipment and structures owned 
by holding and other investment offices, valued at 
historical cost, from BEA Wealth Data Tape 
(section 2, series 147, category 3). Nonresidential 
equipment and structures of REITs at book value 
estimated as 56 perce n t of property owned (FOF 
series 645019003, table F.128, line 6b); estimate 
assumes that two-thirds of the property is 
nonresidential, with 83 percent of the value of 
nonresidential property assumed to be attributable 
to equipment and structures, and die rest to land. 
Data are. annual; series is converted to quarterly by 
ratio method, using NIPA total investment in 
nonresidential plant and equipment (FOF series 
895013001, table F.l, line 15) as the denominator. 


13. Investment consumer durable 155011001 446.1 SCB, NIPA table 1.1, line 3. Personal consumption 

goods by the h ousehold sector expenditures, durable goods. 


14. Fixed nourrsidcutial investment 155013003 37.4 SCB, NIPA table 8.18, line 124, Net purchases of 

by nonprofit organhations buildings and equipment owned and used by 

(household sector) nonprofit institutions serving individuals. Data are 

annual; aeries is converted to quarterly by K-L 
method. 


15. Net financial investment by the 155000005 209.6 Line 16 less line 36. 

household sector 


16. Net acqufaitioo of financial assets 154090005 388.1 Sum of lines 17,29.30,31.32,33.34. and 35. 

by the household sector 


17. Change in deposits and credit 154003205 3.5 Sum of fines 18 and 23. 

market assets of the household 
sector 
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Table 15.1 (continued) 


1991 value 

Component Code (billions Explanation 

of dollars) 

IS. C haag f l a deports held by the 154000005 17.6 Sum of lines 19.20.21. and 22. 


19. Change la checkable deposits sad 153020005 50.8 Calculated as residual See table E204, line 15. 

. a_^ •*■*- - ■-s. 

dsITSCJ MBS I wj UK MUQMB 

Mdor 


2t, Ctoarh—■ttoemdawhy 153031005 10.0 Calculated as residual. See table F.205. line 8. 

deports hdd b y the household 
•odor 


21. Change hi large time deports 153035005 -71.8 Calculated as residual. See table F.206, line 10. 

held by the household sector 


22. Change la amuey amrket amtaal 153034005 28.6 Calculated as residual. See table F.207, line 2. 

foad stores held by the household 


23. Change in credit saarket assets of 154004005 -14.1 Sum of lines 24 through 28. 

the household oector 


24. Change hi US. government 153061005 -75.2 Calculated as residual. See table F.211, line 18. 

securities held by the household 
sector 


25. Choate fas tax-exempt securities 153062005 21.9 Calculated as residual. See table F.212, line 8. 

held by the household sector 


26. Change lu corporate aud foreign 153063005 42.9 Catoilated as residuaL See table F.2 13. line 11. 

bauds held by the ho u seho ld 



hold by the 153065005 18.7 Calculated as residual. See table F.217, line 6; 

table R218. line 7; table F2I9, line 7; and 
table F.220, line 3. Abo found in table F.216, 
line 16. 


2S. Change fas open murfcot paper 153069175 -22.5 Calculated as residual. See table F.223, line 11. 

hdd by the household sector 


29. Net purchases of mutual ftmd 153064205 129.2 Calculated as residual. See table F.214. line 3. 

rtaim by the household sector 
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Table 15.1 (continued) 


Component 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

31, Net purkiM of corporate 
equities by the household sector 

153064105 

-68.7 

Calculated as residual. See table F.215, line 9. 

31. Change ia life to— ranee reserve 
—sets of the household sector 

153040005 

22.0 

Sum of lines 6a and 31a. 

31s. Change in life insurance 
reserve liabilities of life 
insurance companies 

543140003 

21.9 

Level from Life Insurance Fact Book, Reserves 
and Other Obligations, table on Policy Reserves, 
Life insurance, plus Supplementary contracts With 
life contingencies and Without life contingencies. 
Data are annual; series is converted to quarterly by 
K-L method. Unadjusted flow is die change in die 
level. 

noorti of the bowse bold sector 

153050005 

268.1 

Sum of lines 6b, 6c, 6d, 32a, and 32b. 

32a. Change in pension fund 
reserve liabilities of life 
insurance companies 

543150003 

81.4 

Level from Life Insurance Fact Book, Reserves 

and Other Obligations, table on Policy Reserves, 
Annuities, individual and group. Data are annual; 
series is converted to quarterly by K-L method. 
Unadjusted flow is the change in the level. 

32b. Change in pension fund 
reserve liabilities of private 
pension funds, equal to their 
net acquisition of financial 
assets 

574090005 

104.5 

Tride F.123, line 3. 

33. Proprietors* net fanrretment in aD 

153080005 

-1.3 

Sum of lines 33a, 33b, and 33c. 

33a. Proprietors’ net investment in 
unincocporated farm business 

133180005 

-9.5 

Table F.102, line 24. 

33b. Proprietors* net investment in 
nonfarm noncorporate 
business 

113180005 

-1.9 

TWble P.103, line 29. 

33c. Proprietors* net investment in 
unincorporated security 

663180005 

10.1 

Tfcble F.129, tine 22. 


brokets and dealers 
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Table 15.2 

F.204 Checkable Deposits and Currency (billions of dollars) 

Checkable deposits comprise demand deposits at commercial banks and foreign banking 
offices in the United States; travelers checks issued by nonbanks; negotiable order of 
withdrawal (NOW) accounts and automatic transfer service (ATS) accounts at depository 
institutions; credit union share drafts; and demand deposit liabilities of thrift institutions. 
Currency is U.S. currency and coin held outside the U.S. Treasury, Federal Reserve Banks, 
and the vaults of depository institutions. Total currency outstanding is known (about $274 
billion at die end of 1991), but holdings by individual sectors must be estimated. 

Information on currency liabilities of the U.S. Treasury and the monetary authority 
comes from the Federal Reserve Bulletin (FR Bulletin); information on deposit liabilities 
comes primarily from reports of condition submitted by depository institutions to the 
federal regulatory authorities. Most of the data on holdings of checkable deposits by 
individual sectors arc tabulated by trade associations and government agencies from the 
balance sheets of entities that make up the sectors; holdings of the household sector are the 
residual after the holdings of all other sectors have been subtracted ffom the total. 


Billions of dollars 




FOF Coda 

19*4 

1949 

1— 

1991 


1 

Not change in liabilitiee 

79312—5 

43.2 

4.1 

44.2 

75.4 

1 


Monetary authority 

7131—05 

14.1 

9.5 

25.2 

29.2 

2 


U.S. govt. cash ft deposits 

7131231*5 

3.3 

-2.4 

2.4 

B.4 

3 


Foreign dsaosits 

7131224*5 

.1 

.2 

-.2 

.4 

4 


Currency owtsido hanks 

7131250*5 

14.7 

11.7 

22.4 

19.4 

5 


Co—reiki bonking 

74312***5 

14.4 

-3.4 

22.1 

37.4 

4 


U.S. gevernaont dspasits 

7231231*5 

7.3 

-3.4 

5.3 

5.5 

7 


Foraign deposits 

7431224*5 

-.4 

-.5 

-.1 

-2.« 

4 


Private do—tia do—its 

7431292*5 

14.1 

.1 

14.4 

34.3 

9 

It 

Thrift institutions 

493127*05 

4.3 

.4 

-3.1 

B.7 

1* 

11 


4531270*5 

5.1 

-1.3 

-4.9 

1.0 

11 

12 

Hutuaf*savings bonks 

4431270*3 

1.4 

.1 

.1 

1.4 

12 

13 

Credit uni— 

473127*** 

1.5 

l.S 

1.7 

S.l 

13 

14 Not change in assats 

79312*0*5 

43.2 

4.1 

44.2 

75.4 

14 


Households 

153*20*05 

-.4 

14.9 

22.4 

5*.4 

IS 


Business 

■PTFit 

25.3 

.5 

-2.* 

11.4 

14 


Fora 


.5 

.1 

.4 

.2 

17 



113*2***S 

7.7 

4.3 

-.5 

1.* 

14 


Corporate 

1*3*2***S 

17.* 

-3.4 

-1.9 

1*.4 

19 

2* 

Stataft 1—1 gover—nts 

213*2***5 

2.* 

-.4 

-1.* 

5.1 

2* 

21 

U.S. govamaont 

313*2*0*5 

9.0 

-14.2 

4.4 

27.4 

21 

22 

Foraign 

24302*— 

-.4 

-.2 

-.3 

-1.4 

22 

23 

Finaneial sectors 

793*2—5 

5.4 

.4 

14.4 

-4.4 

23 

2* 

Sponsored credit agencies 

4*302*— 

■ 

-1.3 

-.2 

-.7 

24 

25 

Connerciol bonking 

743*2***3 

-.4 

-.4 

-.1 

-.4 

25 

2* 

Savinas and lean asans. 

453*20*05 

-.5 

.7 

.2 

1.4 

24 

27 

Mutual savings bonks 

4430—03 

1.2 

-1.4 

-.5 

.2 

27 

% 

Credit unions 

47302—0 

.2 

.4 

.1 

.4 

24 

2* 

Life insurance see. 

™ 1 1 

-.3 

.5 

-.1 

.5 

29 

3# 

Other insurance eoapanies 


-.1 

.4 

.5 

-1.1 

3* 

31 

Private pension funds 

M ' 1 M 

1.4 

-.7 

.1 

-.5 

31 

32 

St.ftloc. govt. rtr. funds 

22302—3 

.5 

-.3 

l.S 

.3 

32 

S3 

Fine— colonies 

4130—03 

.4 

1.0 

1.1 

1.2 

33 

SB 

Mutual funds 


.3 

1.3 

.2 

3.4 

34 

35 

Money earket autual funds 


1.0 

-.4 

11.3 

-11.4 

35 

34 

Brokers and daaiart 

443*2—3 

1.9 

.4 

.5 

-.1 

34 

37 

Nail float 

9*30—05 

2.5 

5.2 

5.4 

-11.1 

37 


(continued) 












228 DATA METHODS 


Table 15.2 (continued) 


1991 value 

Component Code (billioos Explanation 

of dollars) 


1. Own In iabikt— rfdqwdtary 
institutions and the monetary 
authority for checkable deposits 
and carrency 

793120005 

75.8 

Sum of lines 2,6, and 10. 

2. Chaar i« checkable depart asd 
currency HaMHtiee of the 
monetary authority 

713120005 

29.2 

Sum of lines 3,4, and 5. 

3. Change in deposits held by the 

U& gsvermaeat at Federal 

713123105 

8.8 

Sum of lines 3a and 3b. 

IWaoary cadi 




3a. Change in U.S. Treasury cash 
holdings (liability of the 
monetary authority) 

713123203 

.1 

Level from FR Bulletin, table 1.11, line 16, 
Treasury cash beddings. Unadjusted flow is the 
change in the level. 

3b. Change in liability of Federal 
Reserve Banks for the U.S. 
Treasury general account 

713123730 

8.7 

Level from FR Bulletin, table 1.18, Liabilities, 
line 24, US. Treasury general account. Also 
found in Monthly Treasury Statement, table 6, 
Means of Financing the Deficit, US. Treasury 
operating cash, FR account Unadjusted flow 
is the change in the level. 

4. Chance in deposits held by 
foreigners at Federal Reserve 

713122605 

.6 

Sum of lines 4a and 4b, less line 4c. 

4a. Change in deposits held by 
foreign official institutions at 
Federal Reserve Banks 

713122003 

.6 

Level from FR Bulletin, table 1.18, Liabilities, 
line 25, Foreign—official accounts. Unadjusted 
flow is the change in the level. 

4b. Change in deposits held by 
international organizations at 
Federal Reserve Banks 

713122103 

.0 

Level provided by FR Bank of New York. 
Unadjusted flow is the change in the level. 

4c. Change in deposits held by the 
International Monetary Pund at 
Federal Reserve Banks 

713111403 

• 

Level provided by FR Bank of New York. 
Unadjusted flow is the change in the level. 

5. Change ia currency outside banks 
(labaty of the monetary 
anthority) 

713125005 

19.8 

Line 5a less line 5b. 

5a. Change in currency in 
circulation (liability of the 
monetary authority) 

713124000 

20.8 

Level from FR Bulletin, table 1.11, line 15, 
Currency in circulation. Unadjusted flow is the 
change in the level. 
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Table 15.2 (continued) 


Component 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

5b. Chance in vault cash held by 
U.S.-chartered commercial 
banka (liability of the monetary 
authority) 

723025000 

1.0 

Level from quarterly Report of Condition for 
u.d.-coanereG commercial wmm. lie kl-a, 

Currency and coin (series RCON0080). 

Unadjusted flow is the change in the level. 

i. Chance la checkable deposit 

banking sector 

763120005 

37.8 

Sum of lines 7,8, and 9. 

7. Chance In checkable deposits held 
by the US. government at 
USwchartered rnwrrial hanks 

723123105 

5.5 

Sum of lines 7a and 7b. 

7a. Chance in transaction deposits 
held by the U.S. government at 
U.S.-chartered commercial 
banks 

723123200 

-2.2 

Level from quarterly Report of Condition for 
U.S.-chartered commercial banks, schedule RC-E, 
Transaction accounts of the US. government 
(series RCON2202). Una^usied flow is the 
change in the level. 

7b. Chance in demand notes owed 
to the US. government by 
U.S.-chartered commercial 
banks 

723123300 

7.7 

Level from quarterly Report of Condition for 
U.S.-chartered commercial banks, schedule RC, 
Demand notes issued to the US. Treasury 
(series RCON2840). Unadjusted flow is the 
change in the level. 

g, rw+m y h» fhoffcAfa Ceparits held 
by ferrigners in the commercial 
banldnc sector* 

763122605 

-2.0 

Sum of lines 4c and 21 less lines 4a and 4b. 

9. Change in checkable departs held 
by private denaeatic sectors in the 
coMMcial kraUnf mtor 

763129205 

34.3 

Sum of lines 9a, 9b, and 9c, less lines 7a, 8, 
and 9d through 9h. 

9a. Change in total transaction 
deposit liabilities of 

U.S.-chartered commercial 
banks 

723126000 

219 

Level from quarterly Report of Condition for 

US.-chartered commercial banks, schedule RC-E, 
Total transaction accounts (series RCON2215). 
Unadjusted flow is the change in the leveL 

9b. Special cash items bias 

correction for deposit liabilities 
of U.S.-chaitered commercial 
banks 

723129993 

.0 

money supply for 1959KJ4 through 1973.-Q1 
overstated cash Hems in process of collection. 
Deposits generating these cash items had not been 
included in the gross deposit data entering into the 
calculation of the mooey supply. For discussion 
of the adjustment, see “Money Stock Measures 
and Related Data,” in Banking and Monetary 
Statistics, 1941-1970, p. 6. 
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Table 15.2 (continued) 


Component 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

9c. Change in total transaction 
deposit liabilities of foreign 
banking offices in the U.S. 

753126003 

-.4 

Level from quarterly Reports of Condition: for 

U.S. branches and agencies of foreign banks, 
schedule E, Total deposits and credit balances 
(series RCON1653); for Edge Act and agreement 
corporations, schedule C, Total deposits 
(RCON2215); and for New York State investment 
companies, schedule F, line 7, Total deposits and 
credit balances in transaction accounts 
(RCON2297). Unadjusted flow is the change 
in the level 

9d. Change in Federal Reserve float 

713022003 

-1.5 

Level from FR Bulletin, table 1.11, line 10, Float. 
Unadjusted flow is the change in the level. 

9e. Change in cash items in process 
of collection held by 

U.S.-chartered commercial 
banks 

723022000 

-6.9 

Level from quarterly Report of Condition for 
U.S.-chartered commercial banks, schedule RC-A, 
Cash items in process of collection and unposted 
debits (series RCON0020). Unadjusted flow is the 
change in the level 

9f. Change in transaction deposit 
liabilities of U.S.-chartered 
commercial banks to the 
commercial banking sector 

723120720 

1.3 

Level from quarterly Report of Condition for 
U.S.-chartered commercial banks, schedule RC-E, 
Total transaction accounts of commercial banks 
in the U.S. (series RCON2206). Unadjusted flow is 
die change in the level. 

9g. Change in cash items in process 
of collection held by foreign 
banking offices in the U.S. 

753022003 

-.4 

Level from quarterly Report* of Condition: for 

U.S. branches and agencies of foreign banks, 
schedule A, Cash items in process of collection 
and unposted debits (series RCON0020); for Edge 
Act and agreement corporations, schedule A, 

Cash items in process of collection, unposted 
debits, and currency and coin (RCON0022); and 
for New York State investment companies, 
schedule C, line 1. Cash items in process of 
collection and unposted debits (RCON0020). 
Unadjusted flow is the change in the level. 

9h. Change in transaction deposit 
liabilities of foreign banking 
offices in the U.S. to the 
commercial banking sector 

753120723 

-.1 

Level from quarterly Reports of Condition: for 

U.S. branches and agencies of foreign banks, 
schedule E, sum of Transaction accounts and 
credit balances owed to U.S. branches and 


agencies of other foreign hanks (series 
RCON1643) and Transaction accounts and credit 
balances owed to other commercial banks in the 
US. (RCON1645); for Edge Act and agreement 
corporations, schedule C, Deposits in transaction 
accounts owed to commercial banks in the US. 
(RCON2206); and for New York State investment 
companies, schedule F, line 4, Deposits and credit 
balances of commercial banks in the U.S. in 
transaction accounts (RCON2291). Unadjusted 
flow is the change in the level. 
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Table 15.2 (continued) 


1991 value 

Component Code (billions Explanation 

of dollars) 


It. Change hi checkable deparit 
jabtka of OrMI i 


493127005 8.7 Sum of lines 11.12, u* 13. 


11. flange in checkable departi 453127005 



11a. Change in checkable deposit 443127003 
liabilities of savings and loan 

savings banks 


1.8 Line I la leu line 12. 


3.6 Level from FR Board, internal Money File, sum of 
Other checkable deposits held by savings and loan 
asso ci ations (sum of series 130,131, and 132) and 
Other checkable depo s its held by mutual savings 
banks and federal savings banks (sum of 134.135, 
and 136). Series based on depository institution 
data collected periodically. Unadjusted flow is the 
change in the level. 


12 . 



463127003 


Level from quarterly Report of Condition for 
savings banks insured by BIF, schedule RC-E, 
Total transaction accounts (series RCON2215); 
and for federal savings bonks insured by SAIF, 
assumed to be zero. U n adjusted flow is the change 
in the level. 


13. Change in checkable deposit 473127000 

Habflities of credit nadew 


Level from FR Board, internal Money File, credit 
union share drafts (sum of series 138,139, and 
140, leu series 145). Series based on depository 
institution data collected periodically. Unadjusted 
flow is the change in the level. 


14. Change in checkable deports and 793120005 75.8 

currency held by al sectors 


Sum of lines 15.16.20,21.22.23, and 37. Also 
equal to line 1. 


15. fh—g» «■ checkable di pin If ami 153020005 

cu rr ency held by the household 


15a. Change in mail float on private 903029200 
dsfusud deposits 


15b. Change in mail float on state 903028003 
and local government demand 
deposits 


50.8 Sum of lines 5,9, and 10. leu lines 15a, 15b, 16, 
20. and 23. 


2.0 Level is FOF Section estimate based on cash items 
in proceu of collection. U n adjusted flow is the 
change in the level. 

.0 Level at end of fiscal year calculated by FOF 

Sectioo from Government Finances; series is 
converted to quarterly by K-L method. Unadjusted 
flow is the change in the level. 


(continued) 





232 DATA METHODS 


Table 15.2 (continued) 




1991 value 


&xnp0 ““ 

Code 

(billions 
of dollars) 

Explanation 


16. Change to checkable deposits and 
carrmcy hold by ul aonflanactol 


Sum of lines 17.18. and 19. 



.2 Level from Economic Indicators of the Firm 
Sector; National Financial Summary, table SI. 
Other fimnctti assets, excluding hou s e ho ld assets. 
Data are annual; series is converted to quarterly 
by K-L method. Unadjusted flow is the change 
in the level. 


18. Change to checkable deposits and 113020003 1.0 Level is FOF Section estimate based on SOI data 

cur r ency bald by M onta n a for partnerships and sole proprietorships. Data are 

naacatporala buatoaas annual; series is converted to quarterly by K-L 

method. Unadjusted flow is the change in the level. 


Change to checkable deposits and 
currency held by nonfann 
aoaflaoadal corporate bustoeos 

103020005 

10.4 

Line 19a less lines 19b and 19c. less line 19d net 
of 19e. 

19a. Change in deposits and 
currency held by nonfarm 
nonfinancial corporate 
business 

103020000 

21.0 

Level from FR Bulletin, table 1.49 (currently 
suspended), line 2, Cash. Includes currency, U.S. 
demand and time deposits, and foreign deposits. 
Since 1986:Q1. value has been an FOF Section 
estimate based on quarterly data from the QFR, 
multiplied by the most recent SOl/QFR 
benchmark ratio for total deposits held. 

Unadjusted flow is the change in the level. 

19b. Change in large time deposits 
held by nonfarm nonfinancial 
corporate business 

103035000 

3.7 

Level is FOF Section estimate based since 

1986.Q1 on quarterly data from the QFR, 
multiplied by the most recent SOI/QFR 
benchmark ratio for time deposits held. 

Unadjusted flow is the change in the level. 

19c. Change in cash held by mutual 
funds before 1963 

653020103 

.0 

Value has been zero since 1962:Q1. Before 1965, 
cash held by mutual funds was included with 
corporate cash holdings. 

19dL Change in foreign deposits 
held by US. private sectors 

263191003 

1.5 

Unadjusted flow and level from SCB, USIT 
table 8, sum of line 17, Deposits, and line 18. 
Negotiable and readily transferable instruments 
(mostly certificates of deposit); plus USIT table 7. 
line A5, Deposits, all flows with sign reversed. 

19e. Change in foreign deposits 
held by money market mutual 
funds 

633091003 

-5.4 

Level from Trends in Mutual Fund Activity, 
table C, Eurodollar certificates of deposit 
Unadjusted flow is the change in the level. 


(continued) 
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Table 15.2 (continued) 


Component 

Code 

1991 value 
(billions 
of dollars) 

Explanation 

20. Change hi ckdabh depoite and 
cnrracy held by state and local 
government general ftinds 

213020005 

5.1 

Line 20a less lines 15b and 32. 

20a. Change in transaction deposits 
held by state and local 
governments at U.S.-chartered 
commercial banks 

723128000 

5.3 

Level from quarterly Report of COoditioo for 
U.S.-chartered commercial banks, schedule RC-E, 
Total transaction accounts of states and political 
subdivisions in the U.S. (series RCON2203). 
Unadjusted flow is the change in the level. 

21. Change in checkable deposits and 
cnrracy held by the US. 
government 

313020005 

27.4 

Sum of lines 21a and 21b. less line 21c and less 

50 percent of line 21<L 

21a. Change in reported cash 
balance held by the US. 
government 

313024000 

16.6 

Level from Monthly Treasury Statement, table 6. 
Means of Financing the Deficit. U.S. Treasury 
operating cash. Unadjusted flow is the change in 
the level. 

21b. Change in ocher cash and 
monetary assets of the U.S. 
government 

313026003 

7.8 

Level from Monthly Treasury Statement, Means 
of Financing the Deficit. Other cash and mooetary 
assets. Unadjusted flow is the change in the level. 

21c. Change in small time and 
savings deposits held by the 

U.S. government 

313031003 

.1 

Level from quarterly Report of Condition for 
U.S.-chartered commercial banks, schedule RC-E, 
Nontransaction deposits owed to the U.S. 
government (series RCON2520). Unadjusted flow 
is the change in die level. 

21d. Net acquisition of foreign 
currencies by U.S. official 
agencies 

263111503 

-6.3 

Level from FR Bulletin, table 3.12, line 5, Foreign 
currencies. Unadjusted flow from SCB, USFT 
table 1, line 38, Foreign currencies, with sign 
reversed. 

22. Change in US. checkable deposits 
and currency held by foreigners 

263020000 

-1.4 

Level from SCB, USIT table 9. sum of line A10, 
U.S. banks' own liabilities. Demand deposit 
liabilities to foreign official agencies; and 
line B12, U.S. banks' own liabilities. Demand 
deposit liabilities to other foreigners. Unadjusted 
flow is the change in the level. 

23. Change in checkable deports and 

793020005 

-6.6 

Sum of lines 24,25,26, and 27 through 36. 


curacy Md by flmdil s e cto r s 


(continued) 
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Table 15.2 (continued) 


1991 value 

Component Code (billions Explanation 

of dollars) 


24. Change In checkable deposits and 403020000 -.7 

currency held by ftdcnly 
sponsored credit agendas 


Level from combined statement of conditioo for 
FHLBs (Cash) and from the following periodic 
financial sta t ements (Cash and In v estm e nts , with 
cash estimated by PCX 7 Section): Ann Credit 
System quarterly information statement for form 
credit agencie s , balance sheet for SLMA, 
quarterly financial statement for FHLMC, and 
balance sheet for FNMA. Unadjusted flow is the 
change in the level 


25. Ghuqp in checkable dopodts and 743020003 -.8 

-•—* -a - ---» - 1 

CUIllCJ MMI Dy UR COBBOtni 

honldnc sector (banks fat 
ILS.-affiliated areas) 


Year-end level from Reports of Conditioo: for 
bonks located in US.-afllliated areas, schedule RC, 
Cash and due from depo sit or y 

(sum of series RCON0081 and RCON0071); rod 
for branches of US. bonks located in US.-affiHaled 
areas, sum of Cash rod cash items in p roce ss of 
collection (RCFN0Q22), Balances dnetaUS. 
bonks (RCFN0033). and Balances due from 
foreign banks (RCFN0034). Data are annual; 
series is converted to quarterly by K-L method. 
Unadjusted flow is the change in the level. 


453020005 


1.8 


Line 26o less line 26b. 


Federal Reserve Books, held by 


26a. Change in checkable deposits 453020003 1.3 

and currency, including 
deposits at Federal Reserve 
Banks, held by savings and 
loan associations 


Level from Thrift Financial Report, schedule SC, 
Cash and non-interest-earning deposits (series 
SVGL0626). U n a dj uste d flow is the change in the 
level 


26b. Change in reserve deposits 453013003 

held by savings and loan 
associations at Federal 
Reserve Banks 


Level from FR Board, internal Money File, 
Savings and loon association reserves at FR Banks 
(series 1383). Series based on depository 
institution data collected periodically. Unadjusted 
flow is the change in the level 


27. Oroage in checkable depoohs and 463020003 
currency hdd by nutnol soring* 
banks 


.2 Level from quarterly Report of Condition for 

savings bonks insured by BIF, schedule RC, Cash 
and balances due from depository institutions 
(sum of series RCFD0081 rod RCFD0071); rod 
from Thrift Financial Report for federal savings 
bonks insured by SAIF, schedule SC, Cash rod 
non-interest-earning deposits (SVGL0626). 
U n a dj uste d flow is the change in the level 


(continued) 






Table 15.2 (continued) 



36. Chmw te rhecfcaMt 
can—ybaldbyathi 


31. Cl—ft te rharbahlt dsparite aai 573020003 

caneacy held by private paate 


32. Chaagt te checkable ispaalle Bad 223020003 
caneacy held by slate sad tecal 
gavera-at letlraaeaat feads 


33. Chaage te checkable 
can—ybriibyflaa 


613020003 


WORKSHEET METHODS 235 



.6 Level from Moaftiy Credk Uofea Betimalea, 

table oo Natioaal Gedit Uoioa Aggregates, Csah. 
Unadjusted flow is the rhaagn te the level 


J Level from Distribution of hvestsMata of US. 

life 1—c Comp sai d, CM aad o the* 
apportioned to cash aad atiscellansoat aaeets using 
tbe proportional apttt Ibat existed ia 1909KH. tee 
hat qp —arte which the re tr —artioa categories 
were re po rt ed separately. Unadjusted flow ia tbe 
change ia the level 


-1.1 Level from Beet's Aggwgatoa aad Averages, 

Property-Casualty, table oa Coaeotidated hdastry 
Totals, Assets, the 6.1, Cadi oa haad aad oa 
deposit Data are aaanal; scries is converted to 
qmneny oy bmdcxl uiMOftMra now tt me 
ebaageh the level 


-3 Level from POL tabulation of subminiont of 
1RS/DOL/PBOC Form 5300, Aaaoal 
Retin/Repoft of Employee Benefit Plan, Uae 34a. 
Tbtal noo-iaterest-bearing cask; aad from Treat 
Aaaeta of Ffa—dal teatkatioaa, ttbla B-2D, 
portions of total assets of Shoct-teanteveeinMat 
lunniunfmnMiMiiranMi. umb nom 
both aoereea are aaaaal and a ppea r with logo of 
several yean; series is coaverted to quarterly aad 
estimated fee cuneal periods aaiagpreprietaiy 
Hast Uaivene Coaipariaoa Service data oa areets 
of oaqdoyec benefit plans obtained from Wflahke 
Associates. Unadjusted flow is tbe rhaagn ia tbe 


.3 Level is FOP Section estimate based oa 

u apub lis he d data provided by Bareaa of tbe 
Ceaaaa froai material collected fcr Fteaaoaa of 
Selected Public Bapbyw Retireaseat Systems 
Unadjusted flow is the change ia tbe level 


12 Level iaFOFSectioa fiatirertr baaed oareoat 
raosat itt Board qaiaqaeaahl survey of finance 
corepaates Unadjusted flow is the ebaage ia the 
level 


(continued) 
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Table 15.2 (continued) 


Code 


19911 


rMikyi 


653020003 3.6 Level eattaled m Tnmk k MMd KM 

Activity, table 1, Dual set a 
041527. Ratio ie Usfcxical i 
to load ataeta hi detailed metad tad atatemewta 
temwIotyeivdtaUHMedtaii 
the chaege ia the level 


held hy noway 


633020003 -114 


Level from Traadt hi Metaal Fmd Activity, table 
C, CaA teeervee. UaatOaeied flow la the chaage 
hi the level 


663020003 


haUhyeecarityhiata* 


-.1 


Level flea SBC thbtalta of FOCUS and POOS 
reports. Cart> (aeries P750) plot Caah t egre ga le d 


e ia the level 


(F760). Uaaifeiert flow it the c 


37. 


903020005 -11.1 


13.5.7.9.! 
20,21. aad 23. 


110.1 


115.16, 
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Notes 

1. Estela Bee Dagum, The XI1ARIMA/88 Seasonal Adjustment Method, Foundations 
and User's Manual (Ottawa: Statistics Canada 1988). 

2. Julius Shiskin, Allan H. Young, and John C. Musgrave, “The X-l 1 Variant of 
Census Method II Seasonal Adjustment,” Technical Paper 15, rev. (Washington, DC: U.S. 
Department of Commerce, Bureau of the Census, 1967). 

3. The K-L method is named after Hyman Kaitz and Maurice Liebenberg, former 
statisticians at the U.S. Department of Commerce who developed a similar method of 
converting annual data to quarterly. 

4. Alternatively, die amount of the break can be inserted manually in a particular 
quarter so that the discrepancy affects only that period. 
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John C. Dawson 

How to Estimate the Business Sources 
and Uses of Funds Statement: Ghana 

( 1977 ) 


This note describes the derivation and technical features of the financial data for 
Ghana state enterprises compiled by Bank of Ghana and World Bank staff during 
the summer and fall of 1977. The aggregated data for 22 state enterprises consist 
of a combined balance sheet, selected income statement items, and a derived 
sources and uses of funds statement 

Basic Data 

The basic data consist almost entirely of die audited accounts of the enterprises. 
Exceptions are die 1975 Cocoa Marketing Board figures, which are estimates, and a 
few interpolated balance sheets which result from adjustments for changes in fiscal 
years. The audited accounts were assembled by the auditor general’s State Enter¬ 
prises Audit Department and by the State Enterprises Audit Corporation. 

Sample Selection 

The sampling procedure was ad hoc. From a list of all the wholly government- 
owned nonfinancial state enterprises, about 20 or 25 were selected, those judged 
to be large, active, and for which accounts existed for the 1971-75 period. 
Judging from sample and Ghana-wide estimates for plant and equipment expen¬ 
ditures, the sample is about 15 percent to 20 percent of the (private and public 
enterprise) business sector as a whole. 

Excerpted, with permission, from John C. Dawson, “The Finance of State Enterprise in 
Ghana” (report on a World Bank mission to Ghana, July-August, 1977), sec. B, pp. 1-5, 
and sec. C, pp. 1-4. 
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Transcriptions 

For each sample enterprise a transcription of accounts was made for as much as 
available of the 1971-76 period. The transcription for each year consisted of a 
balance sheet, selected income statement items, selected fixed asset account 
items, and an income surplus reconciliation account. Close attention was paid to 
ensuring comparability through time by adjusting for classification changes. A 
complete data set was obtained for 22 enterprises. 

Standard Accounts 

The transcription for each public enterprise was then transformed into a standard 
format: a standard balance sheet and a standard array of income statement flows 
required to derive die sources and applications of funds statement Each standard 
format line item was then totaled over the 22 enterprises, and the totals were 
assembled to form combined standard accounts. Tables 16.1 and 16.2 present 
these totals in the standard format. 

Assignment of Fiscal Years 

Fiscal years ending on dates other than December 31 were all assigned to calen¬ 
dar years. Fiscal year endings from January 31 through May 30 were assigned to 
the preceding December 31. Fiscal year endings from June 30 to November 30 
were assigned to the subsequent December 31. 

Change of Fiscal Year End 

Six enterprises changed their fiscal year end between 1971 and 1975, present¬ 
ing the problem of reporting periods other than twelve months. These were 
handled in a variety of ways. One guideline here was the objective of being able 
to assign a balance sheet to each calendar year end. A second guideline was to 
assign the most recent segment of years in accordance with the assignment role 
described above. 

March 31 to June 30 (2 cases): 

March and June balance sheets all assigned to the following December. One 
fifteen-month income period results for each case. 

December 31 to June 30 (2 cases): 

June balance sheets assigned to following year. An interpolated balance sheet 
is used for the missing calendar year end. One six-month income period results 
for each case. 

December31 to June 30(1 case): 

Interpolated June balance sheets obtained from December figures. June bal- 
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ance sheets assigned to die following year. 

September 30 to June 30 (1 case): 

September and June balance sheets all assigned to the following December. 
One nine-month income period results. 

Entrants, Exits, Mergers 

No enterprises wholly entered or left the sample between 1971 and 197S. How¬ 
ever, in 1975 Ghana Cold Stores entered the sample via its merger with the State 
Fishing Corporation. The sources and applications of funds data (but not die 
balance sheet data) were adjusted to exclude the effects of this merger. 

Surplus Adjustments 

The basic data reveal many large direct adjustments to die surplus accounts, the 
nature of which cannot be identified. It is assumed here that unidentified surplus 
adjustments reflect current year receipts or disbursements accounted as applica¬ 
ble to prior year revenue or expense. These surplus adjustments have been com¬ 
bined with current net profit in calculating the current operating surplus (see 
Table 16.2). 

Book Write-Ups and Write-Downs 

Wherever they could be reasonably identified, the effects of asset revaluations 
and other write-ups or write-downs were removed (the entries reversed) in deriv¬ 
ing the sources and applications of funds account. 

Derivation of Sources and Uses of Funds Statement 

A statement of balance sheet increments is first derived from Table 16.1. Then 
certain substitutions are made: (1) In place of the increment in net fixed assets, 
plant and equipment expenditures and (less) the depreciation charge from the 
income statement are substituted. Any discrepancy is assigned to other sources, 
net. The plant and equipment expenditures figure is taken either directly from the 
annual report of the company or estimated as the increment to gross fixed assets 
from the balance sheet. The depreciation charge becomes part of the operating 
surplus. (2) In place of the increment in equity, net profits after taxes, grants, and 
dividends is substituted. Table 16.2 shows the derivation of the operating surplus 
from this item, the depreciation charge from the income statement, and surplus 
adjustments. Verified equity and cash inflows can be added, as government cash 
equity grants here, but balance sheet increments to capital or equity accounts 
should not be used to estimate equity cash inflows. Any resulting discrepancy is 
assigned to other sources, net. 



BUSINESS SOURCES AND USES: GHANA 241 


Table 16.1 


22 Ghana Stale Enterpris e -Combined Balance Sheet, 1971-75 

(millions of cedis) 


A 

B 

C 

D 

Net fixed assets 1 

1971 

376 

1972 

408 

1973 

416 

1974 

448 

1975 

489 

Current assets 

Stocks 

124 

111 

122 

179 

207 

E 

Trade debtors 

157 

195 

171 

199 

235 

F 

Staff Debtors 2 

11 

12 

17 

21 

28 

G 

Temp, invmts 3 

33 

55 

56 

58 

55 

H 

Cash 4 

42 

66 

57 

85 

91 

I 

T 

Other curr assets 

27 

34 

35 

33 

39 

J 

K 

Investments 

64 

34 

31 

34 

35 

L 

Other assets 5 

7 

7 

7 

7 

9 

M 

N 

Total Assets 

840 

924 

912 

1063 

1187 

0 

p 

Q 

Current liabilities 6 

Creditors 7 

92 

% 

130 

156 

174 

R 

Notes+bills pble 8 

16 

8 

7 

14 

27 

S 

Tax liability 

5 

40 

55 

85 

138 

T 

Bank overdraft 9 

130 

141 

65 

105 

85 

U 

Other current lia 

38 

50 

41 

48 

50 

V 

W 

X 

Other debt 10 
from Govt 

22 

28 

32 

67 

83 

Y 

from Bk of Ghana 

* 

* 

* 

2 

9 

Z 

from Com'l Banks 

* 

1 

2 

3 

16 

a 

from Dev Banks 11 

1 

3 

8 

15 

21 

b 

from Abroad 

147 

158 

157 

155 

150 

c 

d 

e 

Equity 

Govt cash equity grants 

115 

131 

132 

142 

139 

f 

Other contributed capital 

266 

266 

265 

269 

275 

g 

Capital reserve 

10 

10 

17 

15 

17 

h 

i 

j 

L 

Income surplus 

-9 

-20 

-13 

-28 

-16 

Other liabilities 

9 

12 

15 

14 

19 

K 

1 

Total Liabilities 

840 

924 

912 

1063 

1187 


1. Includes construction in progress. 

2. Includes hire purchase debtors. 

3. Includes Ghana Government debt only. 

4. Includes savings deposits, fixed deposits, and special deposits. 

5. Includes development expenditure. 

6. Excludes current portion of long-term debt which is here included in line W. 

7. Includes expense creditors. In certain cases includes "other credit balances." 

8. Excludes loans among parastatal enterprises and loans from Government which are here 
included in line W. 

9. Commercial bank only. 

10. Includes current portion of long-term debt, loans (of all maturities) among parastatal 
enterprises, and loans (of all maturities) from Government. 

11. Includes National Investment Bank, Agricultural Development Bank, Post Office Savings 
Bank, Social Security and National Investment Trust 
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Table 16.2 

22 Ghana Slate Enterpris es - -Derivation of Operating Surplus, 1972-75 

(millions of cedis) 

1972 1973 1974 1975 


A 

B 


c 

Net Profit before tax, grants, dividends 1 

-9 

18 

2 

-6 

D 

E 

Plus: Recurrent Govt grants 

2 

2 

3 

8 

F 

G 

Less: Taxes accrued 1 

3 

6 

13 

7 

H 

I 

J 

K 

Less: Dividends paid 

1 

2 

2 

2 

Equals: Net Profit after tax, grants, divs 

-12 

12 

-10 

-8 

L 

M 

Plus: Direct adjmts to surplus 2 

1 

-8 

-5 

18 

N 

O 

Plus: Net book write-downs 3 

2 

-4 

4 

-24 

P 

Q 

Plus: Depreciation charge 

20 

21 

24 

29 

R 

S 

Equals: Operating surplus 

12 

21 

13 

14 


1. Net of tax paid by Cocoa Marketing Board 

2. Includes all adjustments necessary to reconcile net profit after taxes, grants, 
and dividends to the increment in the balance sheet income surplus account. 
Consists largely of adjustments to prior year revenue or expense. 

3. This adjustment removes the effect of write-ups and write-downs on the income 
surplus accounts. These book entries have also been reversed in the relevant asset 
or liability account. 
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Table 16.3 

22 Ghana State Enterprises—Sources and Uses of Fund* Statement, 
1972-75 (millions of cedis) 


A 

B 

Uses of Funds 

1972 

1973 

1974 

1975 

C 

Plant and Equipment 

53 

34 

59 

68 

D 

E 

F 

A Inventory 

A Financial Assets 

-13 

11 

57 

24 

G 

Trade+staff debt 

40 

-20 

32 

44 

H 

Temp, invmts 

22 

1 

1 

-3 

I 

T 

Cash 

24 

-9 

28 

5 

J 

K 

L 

Investments 

-29 

2 

3 

2 

M 

N 

O 

P 

Total Uses 

Sources of Funds 

22 

12 

180 

140 

Q 

R 

S 

Operating Surplus 

A Financial Liabilities 

12 

21 

13 

14 

T 

Trade credit 

4 

36 

26 

16 

U 

Notes and bills pble. 

-8 

-1 

8 

13 

V 

Tax liability 

34 

14 

30 

53 

w 

X 

Bank Overdraft 

11 

-76 

40 

-26 

Y 

Other debt 

16 

15 

41 

M 

Z 

from Govt 

7 

4 

35 

19 

a 

from Bk of Ghana 

- 

* 

2 

6 

b 

from Com'l Banks 

1 

* 

1 

14 

c 

from Dev. Banks 

2 

5 

7 

7 

d 

from Abroad 

6 

6 

-4 

-2 

e 

f 

Govt cash equity grants 

16 

5 

10 

20 

% 

h 

i 

j 

Other sources, net 

12 

5 

12 

6 

Total Sources 

22 

12 

180 

140 
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Board of Governors of the 
Federal Reserve System 

Bridging Tables 

( 1955 ) 


A bridging table reconciles two time series that are from differing statistical 
systems. The table does this by making a series of data adjustments that trans¬ 
form one series into the related but technically differing time series from another 
statistical system. The table provides an enumeration of the various conceptual 
differences between the time series. 

In situations where a country’s statistical systems have not beat frilly harmo¬ 
nized, bridging tables have important uses. They can be used in estimating 
flow-of-funds series, they can be used to translate a projection or forecast from 
one statistical system to another, and they are useful in discrepancy sleuthing. 

The bridging tables that follow were developed by the Federal Reserve before 
the integration of the flow-of-funds system and die national income and product 
accounts system. They illustrate an important classification scheme for analyzing 
technical differences in time series measuring transaction flows. 


Excerpted from Board of Governors of the Federal Reserve System, Flow of Funds in 
the United States, 1939-1953 (Washington, DC: Board of Governors of the Federal Re¬ 
serve System, 1955), pp. 78,80,148-50,299-302. 
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Consumer Financial Asset Flows and Individuals’ Liquid Saving 1 
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Federal Nonfinancial Outlays and Federal Cash Outgo 

Relationship of Federal Government Nonfinancial Expenditures in Flo w-of-Funds Accounts to Federal Government 

Cash Operatin! Outdo in Treasury Accounts 
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than SO million dollars. 

^ oper * tin « 0ut * 0 for WW “ published in the Treasury ButUiim has been adjusted to basis comparable to latest cash operetfnc 

outgo concept. 

•Also Includes small adjustment to add general account transfers to District of Columbia. 

|94<i *Also includes net Increase in excess profits tax refund bonds, which is small la years shown but of substantial amount from 1044 through 

Not*. —Details may not add to totals because of rounding. For description of table, see p. 137. 
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Federal Government Purchases of Other Goods and Services 

Relationship of Federal Government Expenditures for Other Goods and Services in Flow-of-Funds Accounts to Federal 
Government Purchases of Goods and Services in National Income Aceounta 
(In billions ot dollars) 
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Rest of the World Purchases from the United States 
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Table 17.7 

Private Capital Expenditures, by Type and Sector, 1950 1 (in billions of dollars) 

(In billions of dollars) 
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Private Capital Formation 

Relationship of Private Capital Expenditures in Flow-of-Funds Other Goods and Services Category to Private 
Construction and Equipment Expenditures in National Income Accounts 
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International Monetary Fund 

Data Frontiers: Measuring 
International Capital Flows 

( 1992 ) 


Establishment of the Working Party 

The Interim Committee of the Fund’s Board of Governors, in its communique of 
September 25, 1989, ‘’encouraged the IMF’s Executive Board to continue im¬ 
proving the analytical and empirical framework underlying multilateral surveil¬ 
lance, including the measurement, determinants, and systemic consequences of 
international capital flows.” At a meeting in December 1989, the Executive 
Board decided that the Fund should undertake a study on the measurement of 
international capital flows. To this end, it was agreed that a working party of 
national and international balance of payments experts, drawn from industrial 
and developing member countries, be constituted under the chairmanship of 
Baron Jean Godeaux of Belgium. To support the Working Party, a small group 
of technical experts was organized and attached to the Statistics Department of 
the Fund. An interim report was submitted to the Managing Director in Decem¬ 
ber 1990. 

This final report is presented by the Working Party in accordance with its 
mandate to investigate die principal sources of discrepancies in the main compo¬ 
nents of global capital flows and to consider courses of action to be taken by the 
Fund and national statistical authorities for improving the measurement of these 
flows over time. This initiative was prompted in large part by the recognition 
that major discrepancies in reported capital flows introduce a significant element 
of uncertainty into the conduct of economic policy. These discrepancies, which 


Excerpted, with permission, from International Monetary Fund, Measurement of Inter¬ 
national Capital Flows (Washington, DC: International Monetary Fund, 1992), ch. I, 
Introduction and Summary, pp. 6,10-14. 
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Table 18.1 


Global Capital Account Discrepancies, 1983-89 (in billions of U.S. dollars; 
outflows (-)) 



1983 

1984 

1985 

1986 

1987 

1988 

1989 

Capital account, total 

67.4 

44.7 

53.2 

18.0 

32.6 

45.1 

65.8 

Direct investment 

9.3 

4.8 

-9.2 

-13.6 

-24.5 

-19.8 

-8.2 

Portfolio investment 24.0 

32.6 

43.4 

3.6 

-0.7 

-11.9 

32.3 

Other capital 

36.2 

25.8 

27.0 

32.7 

110.5 

76.6 

45.6 

Reserves/LCFAR 1 

-2.0 

-18.7 

-7.9 

-4.7 

-52.7 

0.2 

-3.9 

Memoranda: 








Current account 

-68.2 

-72.4 

-72.9 

-58.9 

-45.5 

-52.5 

-75.6 

Errors and Omissions 

0.9 

27.8 

19.7 

41.0 

13.0 

7.3 

9.8 


Source: Balance of Payments Statistics Yearbook , 1990. 

1. Discrepancy between changes in official reserves and liabilities constituting 


foreign authorities’ reserves (LCFAR). 


became apparent on a global scale in the 1980s (Table 18.1) and were accompa¬ 
nied by large errors and omissions in national balance of payments statements, 
arose against the background of dramatically accelerated changes in the environ¬ 
ment for international capital flows, as outlined subsequently. 1 

International Capital Markets in the 1980s 

During the 1980s, international capital markets underwent unprecedented changes 
that gave rise to significant difficulties for the measurement and recording of capital 
flows. Most industrialized countries removed existing restrictions on cross-border 
capital flows; many innovative financial instruments were introduced; and financial 
markets became increasingly integrated in a global framework. Consequently, cross- 
border financial flows expanded rapidly and now greatly exceed international trade 
in goods or services. The main features of this evolution were financ ial liberaliza¬ 
tion, innovation, and die changing composition of cross-border financial flows. In 
this process, private capital flows outpaced official capital flows, and the private 
flows increasingly were arranged outside die traditional domestic financial interme¬ 
diaries. Many new market participants became active in international finance. 

Findings for Major Capital Flow Categories 

The global capital flow discrepancy indicates that recorded capital outflows have 
been relatively understated. This bias is consistent with the earlier findings of the 
Working Party on the Statistical Discrepancy in World Current Account Bal¬ 
ances as to the major sources of the discrepancy in the measurement of invest¬ 
ment income. 2 In the sections that follow, many specific corrections have been 
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Table 18.2 


Global Capital Account Discrepancies and Adjustments by Major 
Components, 1986-89 (in billions of U.S. dollars; outflows (-)) 




■m 

■m 

mu 

1986-89 

average 

Capital account, total 1 

18.0 

32.6 

45.1 

65.8 

40.4 

Adjustments 2 

-15.0 

-24.2 

-13.4 

-40.3 

-23.4 

Adjusted capital account, total 

3.0 

8.4 

31.7 

25.5 

17.0 

Direct investment 

-13.6 

-24.5 

-19.8 

-8.2 

-16.5 

Adjustments 

16.9 

14.6 

6.2 

9.5 

11.8 

Adjusted direct investment 

3.3 

-9.9 

-13.6 

1.3 

-4.7 

Portfolio investment 

3.6 

-0.7 

-11.9 

32.3 

5.8 

Adjustments 

3.5 

11.9 

6.3 

7.7 

7.4 

Adjusted portfolio investment 

7.1 

11.2 

-5.6 

40.0 

13.2 

Other capital 

32.7 

110.5 

76.6 

45.6 

66.4 

Adjustments 

-41.8 

-102.9 

-25.6 

-63.9 

-58.6 

Adjusted other capital 

-9.1 

7.6 

51.0 

-18.4 

7.8 

Reserves/LCFAR 

-4.7 

-52.7 

0.2 

-3.9 

-15.3 

Adjustments 

6.4 

52.2 

-0.2 

6.3 

16.2 

Adjusted reserves/LCFAR 

1.7 

-0.5 

— 

2.4 

0.9 


1. Balance of Payments Statistics Yearbook, Part 2, 1990. 

2. Adjustments to each discrepancy include relevant corrections to LCFAR as 
described in Chapter 8. 


suggested for transactions as reported by individual countries, and results have 
been grouped by type of capital flow. Suggested adjustments have beat summa¬ 
rized at the global level in Table 18.2. 3 

Direct Investment 

Most of the problems with direct investment statistics have arisen from failure to 
collect adequate data or from deviations from international standards as estab¬ 
lished in the Balance of Payments Manual. The Working Party found that exten¬ 
sive modifications are indicated for reported capital flows, especially for 
reinvestment of earnings. The suggested adjustments correct for misclassifica- 
tions and for missing or inaccurate data in national sources. (Statistical proce¬ 
dures to deal with these problems also are suggested in later chapters.) The 
Working Party’s adjustments have reduced considerably the original pattern of 
annual net global outflows for direct investments. 

The Working Party believes that a crucial factor in improving direct invest- 
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ment statistics is closer adherence to the requirements of the Fund’s Manual. In 
particular, surveys of direct investors and affiliates are needed in order to com¬ 
pile information on ‘‘noncash” transactions such as reinvestment of earnings. 
National compilers also can benefit (as is demonstrated in this report) from using 
data collected in partner countries when domestic sources are inadequate. 

Portfolio Investment 

Most of the recent innovations in international financial practices have borne 
directly on the measurement of transactions in securities. Consequently, the diffi¬ 
culties of capturing data on these transactions in national statistical systems have 
grown to the point where the validity of some of the available data is increas¬ 
ingly in doubt. Under current practices the possibilities for verifying the accu¬ 
racy of data on cross-border purchases and sales of securities are quite limited. 
The main avenue for verification of national data is comparison with indepen¬ 
dent statistics on new issues and redemptions of securities, together with some 
detailed data compiled in a few countries. The Working Party has employed 
figures collected by the BIS on new bond issues and redemptions and on out¬ 
standing amounts of bonded debt as major reference points. 

Reference to the BIS bond data and consultations with individual countries 
have turned up a number of cases in which corrections to portfolio flows were 
indicated. On the basis of this research, a variety of adjustments to recorded data 
can be recommended to national compilers. The net result of these adjustments, 
shown in Table 18.2, has been to add net inflows to the yearbook-reported 
balances in each of the four years under study. These adjustments mainly reflect 
transfers to the portfolio sector of international bond sales that were recorded by 
a number of borrowing countries as loans under “other capital.” Almost all such 
adjustments were made to the accounts of the issuers of securities, since the 
treatment by, and residence of, the purchasers were usually unknown. 

Other Capital 

Capital flows grouped under the broad heading of “other capital” consist of 
flows not included in direct investment, portfolio investment, reserves, or liabili¬ 
ties constituting foreign authorities’ reserves (LCFAR). In the Yearbook ac¬ 
counts, this “other” group is subdivided by major category of resident transactor 
(1) official, (2) deposit money banks, and (3) other private nonbanks (including 
some public agencies). “Other capital” flows include a wide variety of financial 
activity, ranging from trade credit and deposits with foreign banks to marketable 
short-term instruments and loans from foreign banks, governments, and nonbank 
lenders. The private nonbank group includes many types of financial institutions 
(such as insurance companies, finance companies, and security dealers) that have 
large cross-border flows. Many countries have tended, moreover, to categorize as 
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“other” any capital flows that cannot be specifically identified As mentioned 
earlier, the sector accounts in “other capital” are not individually “symmetric” 
across die world nor do they cover all transactions of die sectors. When consoli¬ 
dated however, they should balance at the global level, and it is only at that level 
that balance should be expected 

The main findings of the Working Party in the “other capital” category have 
resulted from comparisons of IBS data—on a flow basis as calculated by the 
IMF—with national balance of payments figures on changes in the claims and 
liabilities of private nonbanks with banks resident in other countries. While 
many countries have captured the external operations of their banking sector 
fairly accurately in national balance of payments statistics, most have experi¬ 
enced great difficulty in obtaining reliable data from private nonbanks on their 
claims on or borrowings from foreign banks. Consequently, the coverage of this 
activity by many countries is deficient 

Data reported to the BIS and the Fund by banks in the principal financial 
centers can be used to derive the amounts deposited with them and borrowed 
from them by residents of individual foreign countries. This information can be 
compared, in principle, with corresponding data in the balance of payments 
accounts of countries where the depositors and borrowers reside, although few 
countries have closely matching data categories. If the derived data clearly show 
a larger volume of flows (or stocks) vis-i-vis foreign banks than does the na¬ 
tional balance of payments accounts, however, it is reasonable to interpret the 
difference as an indication of the extent to which the balance of payments ac¬ 
counts are deficient. 

The statistical adjustment to “other capital” averaged close to -$59 billion 
over the 1986-89 interval under review and accounted for the bulk of the net 
reduction in the global imbalance achieved by the Working Party. As shown 
in Table 18.3, about half this adjustment, close to -$30 billion, was derived 
from the international banking data. The table also shows that adjustments to 
recorded capital flows of private nonbanks dominate these results. This was 
by far the largest single block of missing capital outflows that the Working 
Party was able to identify. However, comparisons between the balance of 
payments and IBS data sources must be used with caution. On a global scale 
the results indicate the general size of omissions, but at die individual coun¬ 
try level, national compilers should make a specific evaluation of the quality 
of their own data and decide whether their accounts could be improved by 
substituting the IBS/BIS figures. A number of countries have already begun 
to use these data. 

Adjustments for deposit money banks in Table 18.3 bring into the world totals 
the banking activity in offshore financial centers (OFCs) that is omitted from 
national balance of payments statements. These amounts are reported directly by 
the OFCs in the context of the IBS statistics and are therefore net additions to 
capital flow totals rather than adjustments to existing estimates, as is the case for 
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Table 18.3 

Adjustments to “Other Capital” Indicated by International Banking 

Statistics, 1986-89 1 (in billions of U.S. dollars; outflows (-)) 



1986 

1987 

1988 

1989 

1986-89 

average 

Total adjustments 

-21.3 

-33.7 

-5.6 

-57.7 

-29.6 

By sector 

Private nonbanks 

-16.1 

-24.7 

3.8 

-48.7 

-21.4 

Deposit money 
banks 

-5.2 

-9.0 

-9.4 

-9.0 

-8.2 

By area 

Offshore financial 
centers 

-11.3 

-9.3 

-10.8 

-3.1 

-8.7 

Other countries 

-10.0 

-24.4 

5.2 

-54.6 

-20.9 


'Adjustments for nonbanks are described in Chapter 6. Adjust¬ 
ments for deposit money banks are for offshore financial centers and 
are described in Chapter 9. 


nonbanks. The banking adjustments were part of a broader picture for OFCs that 
is explained later in this report. 

Adjustments to the “other capital” category, apart from those derived from 
banking data, consist mainly of reclassifications that shift transactions into the 
portfolio investment and LCFAR categories. An average inflow of about $10 
billion per year has been removed from the resident official sector of “other 
capital” in the 1986-89 period and shifted into portfolio investment flows. Sim¬ 
ilar amounts have been shifted from deposit money banks into portfolio invest¬ 
ment. Data adjustments for short-term securities also affect this category. 

In establishing the terms of reference for the Working Party, the Executive 
Board called attention to the problem of concealed international capital flows 
associated with drug money and other illegal activities. The Working Party in¬ 
vestigated various aspects of such flows, as well as the effects on reported capital 
flows of so-called capital flight. Its conclusion was that information available to 
statistical agencies on such activities was far from sufficient to allow for a 
separation of such financial dealings from the general run of international finan¬ 
cial traffic. 

Almost by definition, capital flight has not been registered in fire capital¬ 
exporting country but often may have been recorded in recipient countries. Thus, 
this phenomenon may well be a significant contributor to die observed global 
excess of recorded inflows over outflows. However, estimates of the extent of 
capital flight have been wide ranging, and they cannot identify countries where 
the funds were invested. The amount of capital flow associated with drug traf¬ 
ficking is also highly uncertain, but surely is much smaller than commonly cited 
estimates of die retail value of drug sales in national markets. Moreover, these 
flows merge indistinguishably with other kinds of poorly recorded outflows. 
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Reserves and Liabilities Constituting Foreign 
Authorities ’ Reserves 

In principle, transactions in foreign exchange reserves, as reported by holders, 
and in LCFAR, as reported by countries where the funds are invested, should 
balance at die global level, but in practice they do not As shown in Table 18.1, 
net increases in reserves (outflows) reported by asset holders generally exceed 
the LCFAR inflows reported by obligors. The imbalance between these flows 
has implications for discrepancies in other categories of capital flows. The 
Working Party investigated the reserves/LCFAR discrepancy primarily from the 
reserves—or asset—side of the picture. For the purposes of this study, a large 
number of countries provided detailed information on the types of instruments 
(such as securities and deposits) in their reserve transactions for the 1986-89 
period. This information enabled direct comparisons of reserve movements—by 
type of instrument—to be made with LCFAR transactions as reported by debtor 
countries. The same data made it possible to isolate certain sources of error in the 
LCFAR figures, to correct the reserves/LCFAR imbalance, and to make addi¬ 
tional adjustments to die portfolio and other capital accounts. 

As part of its reserves-related work, die Working Party also found problems 
with the recording, by some members of the European Monetary System (EMS), 
of gold swaps with the European Monetary Cooperation Fund. These problems 
required adjustments to the reported foreign exchange and gold transactions of 
several EMS-member countries. 

Overall Statistical Results 

Adjusted Global and Regional Accounts 

The Working Party’s statistical results affecting die world capital account can be 
integrated with adjustments to the current account prepared each year by the Fund 
on the basis of the 1987 Report on the World Current Account Discrepancy. The 
initial and revised views of world patterns of international transactions are shown 
in Table 18.4. Comparisons of die reported and adjusted balance of payments 
accounts of major country groups reveal die following major differences: 

1. The large excess of debits in die current account has been nearly elimi¬ 
nated. There was a substantial addition of net credits to developing countries and 
a smaller addition to industrial countries. The added credits were primarily in¬ 
come on portfolio investment and unrequited transfer receipts. 

2. Although a sizable discrepancy remains, the excess of credits in the global 
capital account (nearly as large as the opposite discrepancy in the current ac¬ 
count in 1988 and 1989) has been greatly reduced by the adjustments suggested 
by the Working Party. The effect of the adjustments has varied on an annual 



Global Balance of Payments Accounts as Reported and Adjusted, 1986-89 1 (in billions of U.S. dollars; outflows (-)) 

1986-89 1986-89 
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1. Current account as adjusted by the Statistics Department, plus adjustments by the Working Party for reinvestment of earnings and for special 
financial institutions; capital account as adjusted by the Working Party. 

2. World totals as shown indicate discrepancies, because in principle these global aggregates should total to zero. 

3. The Bahamas, Bermuda, Cayman Islands, Gibraltar, Hong Kong, the Netherlands Antilles, Panama, and Singapore. 
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basis, but for the entire four-year period there was only a minor change for the 
industrial countries. For die developing countries (other than OFCs) there was a 
drop from an average annual net inflow of $12 billion, as reported, to a much 
smaller $1 billion inflow. The adjustments made by die Working Party to create 
international capital accounts for the OFCs resulted in increased net outflows— 
from an annual average of about $5 billion to nearly $14 billion. 

3. Finally, the generally downward shift in the regional errors and omissions 
reflects the fact that positive adjustments made to die current account were larger 
than negative adjustments made to the capital account Nevertheless, they pro¬ 
vide an alternative view of die broad economic relationships among some major 
country groupings and provide a point of departure for further explanations of 
the measurement problems that remain. 

Actions Needed 

On the basis of its studies, the Working Party has made a series of recom¬ 
mendations for actions to be taken at the national and international level to 
improve the data on international capital flows. It believes that implementa¬ 
tion of these actions would produce significant gains in the quality of data 
available to policymakers and the public. The role of the Fund in carrying 
forward these recommendations will be crucial. Since capital flow adjust¬ 
ments are very heterogeneous and specialized, the Fund will need to coordi¬ 
nate its work with the activities of national compilers. Many of the specific 
findings of the Working Party (including much country detail not shown in 
this report) can be used by the Fund in reviewing capital accounts reported by 
countries in the future. 

All countries can benefit from greater accuracy in their international capital 
accounts, but those whose transactions weigh heavily in the world totals have a 
special responsibility to improve the quality of their statistics. As Table 18.5 
shows—apart from some OFCs for which comparable data are not available— 
relatively few countries account for the major part of recorded world capital 
flows. The Working Party recommends that these leading countries make a 
particular effort to upgrade and harmonize their capital account statistics. 

Prospects and Costs 

Finally, the Working Party is concerned that all the evidence points to a progres¬ 
sive degradation of the quality of data in international capital flows. For exam¬ 
ple, the recently compiled 1991 Yearbook shows a continuation of large global 
capital account imbalances. In the long run, basic improvements in the data on 
capital flows can be achieved only when national compilers have the active 
support of officials responsible for policy decisions. In order to accomplish such 
improvements, many countries may have to restructure or adapt their compila- 
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Table 18.5 

Countries Ranked by Reported 1986-89 Capital Hows 1 (in billions of U.S. 
dollars) 


Country 

Rank 

Capital 

flows 

Percent 
of total 

Cumulative 
percent 
of total 

Japan 

1 

254.7 

26.93 

26.93 

United States 

2 

155.2 

16.41 

43.34 

United Kingdom 

3 

127.7 

13.50 

56.84 

Germany 

4 

63.7 

6.73 

63.57 

Belgium-Luxembourg 

5 

57.3 

6.06 

69.63 

France 

6 

53.9 

5.70 

75.33 

Italy 

7 

25.3 

2.67 

78.00 

Netherlands 

8 

25.1 

2.65 

80.66 

Switzerland 

9 

24.3 

2.56 

83.22 

Canada 

10 

17.8 

1.88 

85.10 

Australia 

11 

13.4 

1.42 

86.52 

Sweden 

12 

11.7 

1.24 

87.76 

Spain 

13 

10.5 

1.11 

88.87 

Panama 

14 

6.2 

0.65 

89.52 

Denmark 

15 

5.8 

0.62 

90.14 

Singapore 

16 

5.4 

0.57 

90.71 

Finland 

17 

4.9 

0.52 

91.22 

China, People's Rep. 

18 

4.8 

0.51 

91.73 

Saudi Arabia 

19 

4.5 

0.47 

92.20 

Korea 

20 

4.3 

0.45 

92.66 

Norway 

21 

4.0 

0.43 

93.09 

Austria 

22 

3.7 

0.40 

93.48 

Kuwait 

23 

3.3 

0.34 

93.82 

Mexico 

24 

3.0 

0.32 

94.14 

Ireland 

25 

2.9 

0.31 

94.45 

All countries 

185 

945.8 

100.00 

100.00 


Source: Balance of Payments Statistics Yearbook , Part 2, 1990, 

Table C-13. 

1 1986-89 average of absolute values of capital inflows plus capital 
outflows. 

tion procedures. In that connection, the new Balance of Payments Compilation 
Guide prepared by the Fund will be useful. 

The Working Party recognizes the need to contain costs and reporting burdens 
but believes it is possible, especially with modem computing facilities, to en¬ 
hance the quality of balance of payments data at moderate expense. To a large 
extent, the costs associated with adapting compilation systems to new scales and 
forms of capital flows are transitional rather than ongoing. Of course, national 
compilers will continue to depend to a considerable extent on the willingness and 
ability of market participants to provide the rather specialized data needed for the 
preparation of the capital accounts. Certainly, a primary requirement for securing 
this cooperation is a convincing explanation to data suppliers that these data are 
essential and that responsible national authorities give a high priority to support¬ 
ing this statistical work. 
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Notes 

1. The reported balance of payments data used in this report are based on the Fund's 
Balance of Payments Statistics Yearbook (1990), referred to in this report as the Yearbook 
In addition, references are made to the fourth edition of die Fund's Balance of Payments 
Manual , referred to in this report as the Manual. 

2. See Report on the World Current Account Discrepancy (Washington, DC: Interna¬ 
tional Monetary Fund, 1987). 

3. In some cases, estimated amounts of the unrecorded capital outflow can be traced to 
individual countries, but these attributions are not without challenge. In general the Work¬ 
ing Party has opted to aggregate its findings into three regional categories: industrial 
countries, developing countries, and offshore financial centers. 





_PartV 

Conceptual Design 
of the Accounts 




Introduction to Part V 


The conceptual fortunes of the flow-of-funds accounts, like those of the national 
income and product accounts (NIPA), are now—for better or for worse—tied to 
the international System of National Accounts (SNA). This was not so when 
Morris Copeland designed the moneyflow accounts. At that time there was no 
SNA. And, although Copeland knew the national income accounts at first hand 
(having helped to design them), the accounts that he put together for financial 
analysis, the moneyflow accounts, were separate and distinct. However, the deci¬ 
sion at the Federal Reserve Board to “integrate” the flow-of-funds accounts with 
the NIPA in the early 1960s and the inclusion of this arrangement in die 1968 
SNA sealed die fate of die flow-of-funds accounts in this respect. They were 
henceforth to be incorporated into the international system of national accounts. 

In his Moneyflows book Copeland characterized the income and product ac¬ 
counts as viewing the economy from an “accrual and imputation” perspective, a 
perspective in sharp contrast with his “moneyflows” perspective. Although the 
two systems could be related, to join them would, he believed, create a mixed 
bag, a whole whose parts did not articulate. With the “integration” of the flow- 
of-funds accounts and the NIPA in the early 1960s some system differences were 
reconciled; others were left untouched and simply ignored. Now, however, the 
issue of imputations has returned, perhaps to haunt social accountants. 

In die mid-1980s, as discussions began about die upcoming SNA revision, 
various Dutch social accountants made the case for revising the SNA toward a 
“core” system of accounts. The core was to be a highly institutional set of NIPA 
restricted to actual market transactions and which were to be recorded in the 
accounts of the transactors who actually carried them out. Above all, the core 
was as far as possible to be stripped of imputations, including attributions and 
transaction reroutings. In reading 19 the excerpts from van Bochove and van 
Tuinen present the basic Dutch position; the comment by Nancy Ruggles relates 
that position to nearby viewpoints. 

According to the Dutch, the present-day range and variety in the uses of 
national accounts make any given set of imputations and attributions unsatisfac¬ 
tory. The needed variety in social accounting systems would be better achieved 
by having a set of core accounts to which any particular analysis could add a 
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“module,” a set of imputations appropriate to its particular purpose. An addi¬ 
tional supporting argument relates to the more clear-cut relation of die core 
accounts to data sources and especially to the ability to relate micro-based com¬ 
pilations to die aggregate measurements. On the other hand, the continuity of die 
SNA system would be preserved by requiring “system modules,” which when 
combined with die core accounts would yield the current (or revised) SNA. 

A core NIPA would have major implications for the treatment of finance in 
the accounts. The removal of imputations from die NIPA would be a move 
toward a “moneyflows” system, one in which nonfinancial transactions would be 
in direct accounting articulation with financial stocks and flows. A core NIPA 
carries the hope that a complete flow-of-funds/NIPA integration could be carried 
out, that the unfinished work of the 1960s “integration” could be completed. The 
next reading permits us to move further into this matter. 

Both Richard and Nancy Ruggles over the years have taken positions favoring 
a NIPA move toward a core or “market transactions” system. A strong motiva¬ 
tion for them is the sense that we are now in the midst of a revolution in the 
technology of data assembly, that aggregations of microdata from many sources 
are destined to be integrated with die macro accounts. This integration, which 
will greatly extend the system’s range of uses, would be greatly facilitated by the 
shift to a core NIPA. 1 

Their position has been spelled out in a number of important empirical applica¬ 
tions, notably in their 1982 presentation of the “Integrated Economic Accounts” 
for die United States. 2 This system removed a number of imputations, tightened 
the integration with die flow-of-funds accounts, and carried the analysis to a full 
set of balance sheets. The same conceptual changes to the U.S. NIPA are carried 
out in their analysis of the household sector in reading 20. 

This analysis of household saving and capital formation stands on its own 
merits with its powerful empirical case against our preconceptions of who saves 
and who acquires real capital. But the transformation of the NIPA personal 
income and outlay account into the household income, outlays, gross saving, and 
gross capital formation account in Table 20.1 is of special interest to finan cial 
analysts. The resectoring and imputation removals in this transformation are 
major steps toward the Ruggleses’ concept of the core accounts, and the adjust¬ 
ments on this table can guide us to the financial account implications of a NIPA 
move toward core accounts. 

For example, the shift of nonprofit institutions from households to die enter¬ 
prise sector would not only require the Table 20.1 entries to income and outlays 
but would also require the shift of nonprofit assets—real and financial—and 
liabilities from the household to the enterprise balance sheets. Or, the changes in 
owner-occupied housing would presumably require owner-occupied houses and 
their associated mortgage debt to be moved from the balance sheet of the im¬ 
puted housing enterprises to the household sector. And new house purchases by 
owner occupants would be moved from the enterprise to the household capital 
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account (In the U.S. flow-of-funds accounts and balance sheets these changes 
would be unnecessary because die imputed enterprise balance sheet was never 
constructed; NIPA and flow-of-funds have been inconsistent in this respect all 
along.) Or, a third area, adjustments for employer pension funds, would require 
die removal of pension fund reserves from their present (imputed) position in 
household financial portfolios. And so on. Perhaps die specification of a NIPA 
core system might lead to the clean articulation of finan cial and nonfinancial 
accounts that has as yet to be achieved. But in the end die SNA revisers rejected 
such a radical change in the SNA. 

In a remarkable 1987 tour de force Nancy Ruggles raised a broad range of 
financial account issues to be faced by the SNA revision and carried their analy¬ 
sis through to the balance sheet impacts. She reports that a number of these 
problems surfaced when the U.N.’s Provisional Balance Sheet Guidelines of 
1977 began to be implemented. For example, die reconciliation framework 
needed expansion to be able to accommodate the many balance sheet changes 
found that were not due either to transaction flows or price changes. Other 
sources of problems were the differences between SNA financial treatments and 
those found in other data systems, particularly the international systems guided 
by the IMF such as balance of payments and government finance statistics. 
These later became the revision area called harmonization, which received con¬ 
siderable attention. And finally we once again find the sorts of conceptual issues 
noted above where the financial account/nonfinancial account articulation re¬ 
mains deficient. An article ranging over this variety of technical problems is not 
an easy one to digest, but it remains a key basic reference. 

The next selection is in marked contrast to the preceding. It approaches the 
accounts from the viewpoint of financial analysis itself. It wants to know if the 
SNA contains a flow-of-funds matrix that is effective for a policy understanding 
of the operation of the financial system. It also approaches die accounts from the 
viewpoint of the developing countries for whom simplicity is a special virtue. 
The analysis finds that a generally suitable matrix was incorporated into the 1968 
SNA. Financial institutions were separately sectored, and sector capital finance 
accounts were created, accounts presenting the incurrence of particular liabilities 
and the acquisition of particular financial assets for each of the main sectors. My 
primary criticism relates to the analytically unsuitable classification of financial 
instruments. This needs to be simpler, and to make far greater use of what may 
be called “sector-oriented transaction types” to facilitate to-whom/from-whom 
financial flow tracing. 3 

Finally, die new 1993 SNA 4 itself, as represented by reading 23. SNA 1993 
is large (700 pages) and comprehensive, so reading 23 is a tiny sample. The aim 
in selecting it was to present what is called the main “sequence of accounts” and 
to show how the financial accounts fit into it In my view the heart of the system 
is most clearly presented in Table 2.8, called the Integrated Economic Accounts, 
and reproduced here as Table 23.1. The description of the financial account 
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itself is concentrated in chapter XI, and Tables 11.1 and 11.2 from that chapter 
(reproduced here as Tables 23.2 and 23.3, respectively) analyze the financial 
account from the earlier table and lay out the scheme of financial transactions. 
These selections make no pretense of covering die many technical discussions 
relating to finance in the work, many of which are discussed in other chapters on 
the capital account, the other changes in assets account, and the balance sheet 

In the new SNA finance has been given a new importance. Table 23.1 shows 
financial corporations as a separate institutional sector column throughout. And 
the capital and financial accounts are shown to articulate with the “distribution 
and use of income” accounts above and the new balance sheets below. In addi¬ 
tion the new system contains much added detail in regard to these accumulation 
accounts. Best of all, as chapter XI makes clear, financial analysis is being given 
a legitimate place among the uses of the SNA. 

I make no attempt here to evaluate the new system as a whole. For an exten¬ 
sive examination die reader is referred to the new volume edited by John 
Kendrick. 5 With respect to finance, however, I will note that the financial trans¬ 
action classification (Table 23.3) was not changed as I had hoped. And I repeat 
my sense that the maintenance of some traditional treatments—such as owner- 
occupied housing and pension funds—suggests that much financial/nonfinancial 
articulation of a technical sort remains to be done. 

The final selection in this Part, reading 24, deals with the reconciliation of 
measures of international debt stocks and flows. This area also is an exercise in 
harmonization because several different international organizations (the Bank for 
International Settlements, International Monetary Fund, Organization for Eco¬ 
nomic Co-operation and Development, The World Bank) each compile related 
and overlapping data. In addition to these complexities, this area encompasses a 
great many unusual debt stock changes such as debt cancellation, debt restructur¬ 
ing, debt rescheduling, and so on. For those of us used to thinking of a balance 
sheet increment as a transaction flow, this excerpt from Debt Stocks , Debt Flows, 
and the Balance of Payments provides an education. 

Notes 
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C.A. van Bochove and H.K. van Tuinen 
with Comment by Nancy D. Ruggles 

The Case for Core Accounts 

( 1986 ) 


Introduction 

The present paper argues that the 1993 revision of the SNA must be based on a 
reconsideration of the structure of the SNA: The changing and growing demands 
on national accounts necessitate a reconstruction of the SNA. To substantiate this 
view we reexamine the essential purposes of national accounting and die SNA 
and conclude that the purposes of the SNA may frequently be in conflict with 
one anodier. This is borne out by an examination of proposals for changes in die 
SNA that have been put forward in the course of the revision process. Many of 
these proposals mold the system to tally with one of its purposes to die detriment 
of anodier one. We conclude that an alternative structure of die system is neces¬ 
sary in order to achieve greater flexibility. This structure is that of a general 
purpose core with special purpose modules. 

Purposes of National Accounts 

National accounts are intended to provide a systematic and complete picture of 
economic activity, meaningful and suitable for economic analysis, forecasting, 
and policy. These three purposes alone may call for widely different approaches 
to national accounting. But in addition, neither economic analysis, nor forecast¬ 
ing, nor policy needs are homogeneous. There are many different schools in 
economic theory, many different forecasting techniques, and a host of policy 
issues, each with its own data requirements. Moreover, these constantly change 


Excerpted, with permission, from C.A. van Bochove and H.K. van Tuinen, “Flexibility 
in the Next SNA: The Case for an Institutional Core,” and Nancy D. Ruggles, “Comment,” 
The Review of Income and Wealth 32, no. 2 (June 1986): 127-31, excerpts from 138-52 
and 213-16. 
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and vary from country to country. This multifariousness of purposes and within 
purposes puts stress on the systems of national accounts in three essential ways. 

First, it renders the boundaries of the systems open to debate: Which transac¬ 
tors and transactions should be covered by the accounts? Consider one of die 
major examples of boundaries: the production boundary. A monetarist would 
prefer a national product concept to be confined to production traded for money 
in the market. Development economists take a wider view, whereas representa¬ 
tives of the new home economics and related schools need a still more com¬ 
prehensive coverage. 

Second, the levels of aggregation upon which die systems focus depend on 
prevailing views of economic theory and aims of public policy. The roots of the 
system are macro-economic—the seventeenth century originators of national 
accounting primarily aimed to measure national income, and this macro-eco¬ 
nomic focus was reinforced by the Keynesian influence of the 1930s. Next, 
however, the need for more detailed planning of production caused the input-out¬ 
put tables to be added to the system. Meanwhile, the ever greater involvement of 
public policy with detailed aspects of the economy increased the demand for 
detailed data; the resurgence of neoclassical and other types of micro-economic 
and meso-economic general equilibrium analysis reinforced this demand for de¬ 
tail. Of course, to some extent this demand can be met by straightforward disag¬ 
gregation. This might be dubbed the top-down method. However, frequently the 
emphasis of the analysis is on the interrelations below the macro-level or on 
partial study of micro- and intermediate variables; aggregating the variables 
involved to macro-levels, the bottom-up method, may well yield different aggre¬ 
gates from the traditional ones. Anyone who has ever inspected a Social Ac¬ 
counting Matrix for a developing country or the data base for a general 
equilibrium tax model of a developed country will realize that there is a tension 
between them and the straightforward disaggregation of, for example, the SNA’s 
accounts of the nation. 

The third and most important consequence of the multiplicity of purposes 
and views underlying systems of national accounts is that the structure of the 
systems is debatable. Essentially, this structure consists of rules for grouping 
and classifying transactors and transactions. Classification then amounts to 
minimizing within group and maximizing between group differences with 
respect to the relevant characteristics. Consequently, the central issue is the 
choice of the relevant characteristics. There are two basic approaches to this: 
the institutional and the functional one. Though the differences between these 
approaches have not been spelled out too explicitly in the literature, the 
distinction is a useful one. 

We employ the term “institutional” when we want to stress formal and organ¬ 
izational features of transactors and, to a lesser extent, transactions. Thus an 
institutional definition of transactors emphasizes the units that make decisions, 
an institutional definition of transactions the formal appearance of these transac- 
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tions. As a consequence institutional definitions and classifications remain close 
to the actual experience of the economic agents. 

The functional approach, in contrast, is analytic: It starts out with an 
analysis of the function of transactions. It looks behind their formal appear¬ 
ance to determine their “true” nature. In fact, it frequently concentrates on 
'‘processes,” “products” and similar categories rather than on transactions. 
Consequently, transactions that are quite different in formal appearance may 
be lumped together and vice versa. Transactors are, in die functional ap¬ 
proach, defined (if at all) in an indirect way, viz. as the performers of func¬ 
tions. They do not have to correspond to direcdy observable persons or 
institutions. Clearly, functional definitions and classifications reflect the 
views and judgments of the designer of the statistical system rather than those 
of the economic agents. 

The 1968 SNA is an institutional system containing a number of functional 
elements; transactions that are quite different from an institutional point of view 
are lumped together for functional reasons. Usually this is achieved by register¬ 
ing them as though they were similar. Thus their grouping and classification can 
only be achieved by adopting one institutional model as the standard model, 
molding all transactions with the same function into the shape of the selected 
standard model. The SNA accomplishes this by means of “imputations” and 
“attributions.” 

An example will clarify this. There are two ways of producing housing ser¬ 
vices: house owning for own use, and renting. Since, from a particular functional 
point of view, both these institutional forms may be thought to serve the same 
true function, die SNA lumps them together as though only letting/renting oc¬ 
curred. This is done by introducing an imputation for owner-occupied dwellings; 
to this end households in their role as owners of dwellings are viewed as a part of 
an industry; the Dutch national accounts, e.g., contain an industry called “owner¬ 
ship of dwellings.” This example illustrates several points: 

• not only is the structure of the system affected, but the production bound¬ 
ary as well; 

• the adoption of a treatment geared to one purpose may hurt other purposes: 
if one wants to analyze the effects of a 10 percent rise in rents on the 
purchases of consumer goods, the imputation for owner-occupied dwell¬ 
ings must be removed first; 

• introducing imputations and attributions damages the ease of interpretation 
and clarity of the data: frequently users ask for data on the enterprise sector 
net of owner-occupied dwellings. 

The conclusion of this discussion of the purposes of national accounting is 
that there are so many conflicting purposes and views underlying the accounts 
that it would be a miracle if one single set of accounts could serve them all. This 
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situation is exacerbated by the fact that the SNA, as an international guideline, 
has a number of additional purposes of its own. 

Purposes of the SNA 

International Comparability 

The first main purpose of the SNA as an international guideline is to achieve 
international comparability of national accounting data. This purpose implies 
that the SNA may differ from the most desirable national systems of individual 
countries, since die latter are geared to the countries’ own institutional setting, 
economic conditions and policy traditions. 

In addition, however, the purpose of international comparability as such may 
give rise to conflicting alternative options, the basic question being what interna¬ 
tional comparability is. Societies and national economies differ in many ways: 
levels of output of industries, prices, tastes, institutional arrangements, and so on. 
Inevitably, these differences in many dimensions pose a considerable number of 
conceptual and practical problems if one wishes to compare two economies. 
Thus, if one wishes to compare the volume of output, industry by industry, the 
data should be cleared of differences in institutional arrangements. If, on die 
other hand, differences in economic behavior are to be compared, institutional 
arrangements are of the essence. 

Just as in the shaping of the structure of national accounts discussed above, 
two alternative approaches to international comparability can be adopted: the 
institutional and the functional. The first would record transactions as they 
actually occur for the transactors that carry them out; die second employs a host 
of imputations and attributions to construct “institution-free” data on abstract 
flows and stocks. Both approaches have their own merits and demerits, depend¬ 
ing on die purpose of the comparison. Thus a necessary preamble to any discus¬ 
sion of international comparability would be a discussion of the purposes of the 
comparison and die points of view these imply. Peculiarly, the 1968 SNA does 
not contain any such discussion. Nor has an explicit, well-reasoned consensus 
been achieved since. However, inspection of imputations and attributions pre¬ 
scribed by the 1968 SNA, as well as of a number of proposals to enhance 
international comparability, reveals that die point of view adopted is, by and 
large, the functional one. The focus appears to be on the comparison of activi¬ 
ties, i.e. “real” flows, whereas institutional differences are abstracted from. As 
noted above, this choice implies that for each group of abstracdy defined trans¬ 
actions a standard institutional model has to be adopted. Internationally, how¬ 
ever, the range of different institutional frameworks for the same abstract 
“transaction” is wider than in a single national economy. Thus the international 
dimension exacerbates the problems already inherent in the functional approach 
to national accounting. 
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Handbook of National Accounting 

The second major purpose of the SNA is to serve as a handbook of national 
accounting: “The new system ... is designed to provide international guidance 
to national statistical authorities who wish to improve, elaborate and extend their 
national accounts and their system of basic statistics” (1968 SNA, p. iii). This 
purpose, too, may conflict with other purposes. Clearly, one internationally uni¬ 
form handbook cannot be easily applied indiscriminately to diverse national 
situations. Sophisticated constructions that are essential for one country may be 
unnecessary and too burdensome for others. 

Framework for Other International Guidelines 

The third major purpose of the SNA arises from the special character of national 
accounts as the integrating framework for specialized statistics: The SNA is to 
serve as framework for other international economic-statistical guidelines and 
standards. Important examples of the latter are the IMF’s Balance of Payments 
and Government Finance Statistics, the UN’s Income Distribution Statistics, 
ILO’s Labor Statistics, and so on. The purposes of the specialized system fre¬ 
quently conflict with those of the SNA. Since the latter aims to provide a com¬ 
prehensive picture of the national economy, the most adequate description of one 
sector or group of transactions is often sacrificed to the demand of system-wide 
consistency. In this case, too, the more functional the bent of the accounts, the 
more difficult the linkage with specialized systems frequently is; a more institu¬ 
tional approach often remains closer to the specialized system. This, however, 
need not be a law of the Medes and Persians; occasionally, specialized guide¬ 
lines, like those of the IMF, contain strongly functional elements and prescribe 
imputations and attributions that are useful for their own subject but would be 
detrimental if employed in a comprehensive system like the SNA. 


An Alternative Approach: Core and Modules 

The discussion above leads to the conclusion that a basic change in the approach 
to designing systems of national accounts is called for. We should not attempt to 
construct, in a single monolithic framework, the “true” or “best” all-purpose 
description of national economies, simply because there is no “true” and no 
“best” description. Instead, there are various alternative descriptions, each useful 
for its own purpose, each “best” and “true” from its own underlying theoretical 
point of view. 

The implication for die SNA is that it should, instead of trying to provide the 
comprehensive framework for the statistical description of economic systems, be 
comprehensive in the sense of facilitating die construction of all the alternative 
descriptions that are relevant for science, policy, and business, both now and in 
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die future. The best way to achieve this is by means of a systems structure that 
consists of, on the one hand, a core and on die other, a range of modules. 

The core is a multi-purpose system describing the economy as a whole in an 
integrated and systematic fashion. The core describes the most restricted part of 
die economy for which it is still possible to establish all interrelations specified 
in advanced systems of social accounting; thus it is a canonical national account¬ 
ing system. Its concepts are as close as possible to those of the economic agents 
themselves and hence, too, to those of die respondents to die surveys on which 
its accounts and tables are based. As a consequence, die core is the system with 
die maximum institutional content. It is, in this sense, merely the logical next 
step in the evolution of the SNA, since conceptually a major difference between 
the 1968 SNA and the 1953 SNA was the increased institutional content 

In another respect, too, the core is simply the logical next step in the evolution 
of the SNA. The 1953 SNA was essentially a macro-economic system; the 1968 
SNA took a giant stride in the direction of a meso-economic system by the 
inclusion of input-output tables. The core continues this process by adding disag¬ 
gregated linkages between the institutional sectors’ accounts and input-output 
tables and by a further subsectoring of die institutional sectors. 

The choice of the production boundary in the core implies that the core is 
restricted to flows which are directly connected with market transactions. A fur¬ 
ther implication is a fairly strict application of the ” transactor-transaction princi¬ 
ple." This principle could be described as die rule that transactions have to be 
recorded at die transactors who pay or receive the money involved in die transac¬ 
tions. These two properties of the core together imply that the core provides, 
basically, a description of die monetary part of the economic process. The tables 
and accounts of the core are, therefore, optimally suited for monetary analysis. 
This choice does not imply that we consider monetary or monetarist analysis the 
most important approach to economic analysis, nor that we consider the monetary 
part of the economy to be the most important. Rather, the monetary part of the 
economy is the minimum part in which virtually all users are interested. 

The core is the economic statistician’s exercise in restraint. Wherever possi¬ 
ble, die conceptions and perceptions of transactors have been accepted as they 
are and the transactions described as they appear; the temptations of superimpos¬ 
ing the economic statistician’s own views have been resisted. The modules, in 
contrast, are the analysts’ backyard. Here alternative economic theories, national 
accountants’ own views, and purposes of special analysis may be drawn upon to 
obtain analytic descriptions of die economy or parts of it Thus, whereas the core 
has maximum institutional content modules transform the core data to func¬ 
tional systems. 

The core is a complete, consistent integrated system, just like the present 
SNA. However, unlike the present SNA, it is not an attempt to meet all demands 
on national accounting. Instead, the core opts for a number of clear-cut choices, 
e.g., with respect to the production boundary, consumption by the payee, and so 
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oa Consequently, the core as such is insufficient to satisfy ail major purposes of 
national accounts. This, in turn, implies that some of the modules are not op¬ 
tional: a number of modules should be a standard part of the system of national 
accounts, in addition to the core. 

There are two groups of mandatory modules. The first one consists of statistics 
on specialized fields which are to be habitually reported to world-wide interna¬ 
tional agencies. Thus the FAO statistics, IMF’s Balance of Payments and Govern¬ 
ment Finance Statistics, ILO’s Labor Statistics are mandatory modules of this 
type. The second group of mandatory modules is of a different kind. The core 
does not include a number of functional elements of die present SNA and some 
important proposals for new functional elements, because including them would 
contaminate the institutional nature of the core. However, these elements are so 
important for a number of purposes, e.g., continuity with the present SNA, that 
diey should be included in the next “blue book" describing the SNA. Following 
the French convention, the latter might be called die “Central System." Thus the 
Central System of the next SNA should consist of both the core and two standard 
modules. The central system obtained thus is fully equivalent to the present SNA. 


Comment by Nancy D. Ruggles 

These three papers 1 on the structure of the SNA are important contributions, but 
in the space available I can only touch on their high points. That is unfortunate, 
because they deal with the central problems which face national accountants, and 
they deserve careful consideration. 

The three papers are very different, and at first glance they would appear to be 
irreconcilable. But on closer examination, common elements do appear. What I 
propose to do, briefly, is to identify what appears to be common to all three, and 
then to try to contrast their opposing views of the structure of die system. 

Common Elements 

1. All of the papers emphasize the need for coherence, completeness, com¬ 
prehensiveness, and integration—in other words, the commonly understood vir¬ 
tues of any national accounting system. 

2. In terms of accounts, all assume coverage corresponding to the flow ac¬ 
counts of the 1968 SNA—that is, as a minimum, production, income and ouday, 
capital formation, and capital finance accounts. Vanoli would add balance sheets 
to the minimum list. 

3. All assume sectoring as in the 1968 SNA, with a few minor adjustments in 
some cases. 

4. All recognize die need to make some provision for supplementary infor¬ 
mation or alternative classifications. 
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So for, there are no surprises. All of these conditions are met by the present 
SNA, and if there were no other considerations there would have been no need 
for these papers. But there are other considerations, and on two of diem there is 
still agreement among die papers. 

5. In the first place, all three papers agree to some extent on the desirability 
of showing market transactions separately from imputations and attributions. 
They do not altogether agree on what market transactions are, and they certainly 
do not agree on die form of presentation, but they do agree on the need. The 
LQtzel paper focuses entirely on this point. Its concept of market transactions 
adds some capital items and grosses up intra-sectoral flows. The Dutch paper 
defines the core of the system in terms of market transactions and makes this a 
central feature. Although the Vanoli paper is less explicit about what market 
transactions are, it takes the position that die present SNA does not preclude the 
presentation of market GDP, and that indeed the enlarged French accounts pro¬ 
vide this information. On die other hand, die Vanoli paper rejects the systematic 
separation of market and nonmarket flows in the central system, on die ground 
that this would overburden the system. 

6. In the second place, all three papers express concern about the relation 
between the macro accounts and corresponding microdata. The LQtzel paper 
offers this as a principal justification for establishing market accounts, and in 
particular for its specific recommendations on grossing up the intra-sectoral 
flows. The Dutch paper grounds its espousal of the transactor/transaction ap¬ 
proach on the need for analytic coherence of macro and microdata. Both of these 
papers reflect a certain optimism about the possibilities for achieving analytically 
useful links between the macro accounts and the underlying microdata. The 
Vanoli paper, on the other hand, is more pessimistic—but the pessimism leads to 
a solution that is not altogether incompatible with those proposed by the LQtzel 
and Dutch papers. The paper argues that construction of the existing macro 
accounts by aggregation of microdata is both conceptually and practically infea¬ 
sible—and it therefore proposes “intermediate accounts,” which are tabulations 
of die actual microdata collected, and in fact are not unlike what most statistical 
offices now generate from census and survey data. The Vanoli intermediate 
accounts, the LQtzel market accounts, and the Dutch core really are kissing 
cousins, even though it may not seem that way to the authors concerned. 

It seems to me, therefore, that there is no great disparity among the three 
papers in the actual information content of the macro systems they are proposing. 
The differences are matters of detail that probably could be woiked out by 
further discussion. 

Contrasting Structure 

The big difference among the papers lies in their conception of the structure of 
the system. 
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The Vanoli paper is an exceptionally clear and lucid description of die present 
and projected French system, which it presents as a solution to most of the 
problems now feeing national accountants. However, the presentation seems to 
be based upon two fundamental premises, with which it is possible to disagree. 

The first premise is that the present SNA (or ESA) is and will remain die 
center of die system. With die exception of some variant of the Petre proposals 
on health care and related topics, no alterations in the system are contemplated. 
New information, where it is considered to be desirable, should be added in die 
form of supplementary tables or satellite accounts. 

The second premise, which is implicit though not stated explicidy, is that not 
only the macro accounting system but also the general approach to data collec¬ 
tion, processing, dissemination, and analysis will continue to be that which un¬ 
derlies the 1968 SNA, or essentially that of the 1950s or early 1960s. (It is this 
premise, I suspect, that accounts for much of the paper’s pessimism about the 
usefulness of microdata. The pessimism was justified in 1955, but it really isn’t 
in 1985, as developments in several countries demonstrate.) 

The Lutzel paper is not concerned with the overall structure of the national 
accounts, but takes it for granted that the present SNA should remain die center 
of the system. It envisages the proposed market accounts as supplementary to the 
main system, derived by both deleting information from the main accounts and 
adding information to them. In part, the adjustments proposed are specific to the 
Federal Republic of Germany, reflecting ways in which the German accounts 
now differ from SNA, and in part they reflect the definition of market transac¬ 
tions adopted, which includes some capital items and intra-sectoral flows. 

The Dutch paper, like the French, also proposes a core with supplements, but 
its core is much more narrowly construed, consisting of actual transactions car¬ 
ried out by institutional transactors, without imputations or attributions. The 
paper argues that this stripped down version of the SNA accounts, being simpler 
and more basic, can be expected to continue without changes over long periods 
so that revisions every fifteen or twenty years will not be required. Supplements 
to this core—which the paper calls modules—present additional information or 
alternative formulations and attributions. Some of these modules would be gen¬ 
erally desirable, and might for international reporting purposes be considered 
mandatory. Others might vary according to individual country circumstances. 

Three points, I think, need to be made about this formulation. In the first 
place, a number of the modules proposed in the Dutch paper are very similar, it 
seems to me, to die French satellite accounts. Second, the Dutch core is very 
similar to Vanoli’s and Ltttzel’s market transactions. And finally, the abandon¬ 
ment of die present SNA is not necessarily implied in the Dutch proposal; two 
modules, which might be made mandatory for international reporting, could 
contain the imputations and attributions required to bring die core up to the 
present content of the SNA. These modules would be similar to Ltitzel’s recon¬ 
ciliation between his market account and SNA, and a similar reconciliation is 
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implicit between the French intermediate accounts and SNA. The Dutch paper 
points out that “The central system obtained thus as a combination of the core 
and two standard modules is fully equivalent to the present SNA....” 

The difference among die papers lies in their conception of the basic system. 
Both die Vanoli and LQtzel papers view the system as a framework for macro- 
economic analysis, and consider that die present SNA meets this need. Other 
uses, while important, are subsidiary and should not influence the structure of the 
central system. The Dutch paper, on die other hand, views the accounts as a tool 
for integrating macro and micro analysis, and considers that the framework must 
take the needs of both into account. Whereas this entails no necessary difference 
in die information content of the ultimate macro accounts, it does make a very 
big difference in the flexibility of the macro accounts and their relation to other 
data, and in what the accounts can be used for. 

The principles and definitions underlying SNA have helped many countries 
develop macro economic accounts, and have served as the basis for die report¬ 
ing systems of both the UN and Eurostat It seems only reasonable to both 
Vanoli and LQtzel, therefore, that die proper strategy should be to build on this 
success by insisting that die center of the system should be the present SNA, 
and that any additional needs should be met through various forms of supple¬ 
mentary information—intermediate accounts, parallel accounts, satellite ac¬ 
counts, reconciliation tables—rather than by making any alterations in the 
macro accounting system itself. 

But this approach cannot adequately address current analytic and policy 
concerns, which are no longer exclusively macro-economic, nor can it make 
efficient use of the richness of the new sources of microdata that are becoming 
available. Questions are being asked about distributions of income (and well¬ 
being) as well as about the aggregates that appear in the macro accounts, and 
about the effectiveness of policies designed to have an effect upon such distri¬ 
butions. There is increased interest in the impact upon the functioning of the 
system of institutional changes—changes in the laws and regulations within 
which the economy operates—and changes in die composition of the popula¬ 
tion. To the extent that the SNA macro accounts abstract from institutional 
realities, they are not an effective tool for such analyses. And although addi¬ 
tional subsectoring, intermediate accounts, satellite accounts, and supplemen¬ 
tary tables can furnish some of the needed additional information about 
distributive questions, they do not provide the type of data needed for micro-an¬ 
alytic modeling and simulation. In a number of countries, governments and 
research organizations are now engaged in carrying out studies of this kind on 
such topics as the distributional impacts of the tax system or government expen¬ 
diture programs. The availability of microdata bases for both households and 
enterprises is increasing rapidly, but the possibility of linking these microdata 
bases to the macro accounts is still quite limited. The Dutch paper, with its core 
consisting of simple aggregation of the micro transactor accounts, provides the 
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basis for such an integration, while at the same time encompassing the content of 
the existing SNA. 

Note 

1. C.A. van Bochove and H.K. van Tuinen, “Flexibility in the Next SNA: The Case 
for an Institutional Core* 9 ; Andrt Vanoli, “Sur la structure g6n6ral du SCN, k partis de 
F experience du systeme 61argi de compatibilite national fran$ais”; and Heinrich LQtzel, 
“Market Transactions in the National Accounts,’ 9 all in The Review of Income and Wealth 
(June 1986). 
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Nancy D. Ruggles and Richard Ruggles 

A Market Transactions View 
of U.S. Households 

( 1992 ) 


This paper is concerned with investigating the empirical evidence on the saving 
and capital formation of the household sector and various enterprise sectors in 
the United States. In brief, where does saving arise, and where is it used? Do 
some sectors save more than they spend for capital formation, and other sectors 
less? Have the patterns differed over time? Finally, are the empirical findings 
consistent with macro saving and investment theoiy? 

The evidence presented indicates that in the United States the household 
sector has not been a net provider of saving for enterprise gross capital 
formation. The gross saving of households, correctly measured, has been just 
sufficient to cover their own gross capital formation. Among the enterprise 
sectors, the gross saving of the manufacturing sector has been equal to its 
gross capital formation. The gross saving of public utilities, however, has 
fallen considerably short of their capital formation. Among financial institu¬ 
tions, employers’ pension funds have accumulated substantial reserves 
against future benefit payments. 

The paper is organized as follows. The first part examines the available his¬ 
torical evidence. Initially, there is a brief critique and re-examination of the 
empirical evidence on household saving, capital formation and net lending since 
1947. A review is then presented of the evidence on the saving and capital 
formation of various enterprise sectors available in a series of National Bureau of 
Economic Research studies on capital financing and in the Federal Reserve 
Board data on the flow-of-funds. In the second part, evidence is presented on saving 


Excerpted, with permission, from Nancy D. Ruggles and Richard Ruggles, “Household 
and Enterprise Saving and Capital Formation in the United States: A Market Transactions 
View,” The Review of Income and Wealth 38, no. 2 (June 1992): 119-27. 
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and capital formation of enterprises in major industry groups based on tax return data of 
U.S. corporations for the year 1983. The third part is a summary and conclusion. 

[Only the sections on household saving, capital formation, and net lending 
since 1947 are presented here.—Ed.] 

A. The Theory and Measurement of Saving 

1. Theoretical Approaches 

Saving and investment occupy center stage in most analyses of the behavior of 
economic systems. Neo-classical theory focuses on how the real resources made 
available by saving increase the stock of capital goods required for economic 
growth. In the Keynesian theory of income and employment, it is the propensity 
to consume and the marginal efficiency of capital that drive the system. For 
monetarists, it is how changes in the money supply affect the saving and invest¬ 
ment behavior of consumers and producers. Despite their differences in empha¬ 
sis, most saving and investment theories view the process of saving and 
investment in functional terms. They deal with consumers, who decide how 
much to consume and save, and producers, who decide how much to produce 
and invest. Consumers do not engage in either production or capital formation, 
and producers do not consume or save. Financial intermediaries provide the 
markets in which the saving of consumers is made available to producers for 
their capital formation. 

In this framework, theories of consumer saving behavior play a central role. 
The permanent income hypothesis and the life-cycle hypothesis, which are often 
advanced in this context, illustrate this functional approach. The permanent in¬ 
come hypothesis attempts to explain the fluctuations in consumer saving. It 
postulates that consumers will choose a level of consumption that is consistent 
with their expected permanent incomes (i.e., long-run) and their desired equilib¬ 
rium levels of saving. As a consequence, it is argued that transitory changes in 
income will cause saving to fluctuate rather than consumption. 

The life-cycle hypothesis focuses on the distribution of saving over an 
individual’s life cycle. It postulates that an individual will save for old age 
during the productive years, and will draw down accumulated savings after 
retirement. The national saving rate would thus be strongly influenced by the age 
distribution of the population. In an economy where the number of individuals in 
the working cohorts greatly exceeds the number in retirement, substantial net 
saving would be available to permit growth. Conversely, a population in which 
the retired cohorts were dominant would yield little or no net saving. By focus¬ 
ing on the behavior of consumers, both of these hypotheses generalize about the 
nature of saving in the economy as a whole. 

The emphasis of theorists on the role of consumer saving has been matched 
by the concern of economic policy with the level of personal saving. Personal 
saving is considered vital so that enterprises can undertake the capital formation 
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required for increased productivity, international competitiveness and economic 
growth. As an example, one of the major objectives of the 1982 tax reform in the 
United States was to stimulate personal saving—which was expected to result in 
increased investment expenditures. 

2. Measurement Problems 

National accountants in their turn have devoted much attention to the measure¬ 
ment of saving. Despite their efforts the empirical measurement of personal 
saving is quite unsatisfactory either for testing the various hypotheses about 
saving or for describing what is taking place in the economy. To a major degree, 
the problems can be traced to the fact that the functional approach to the analysis 
of saving and investment deliberately abstracts from the institutional realities 
that shape both the saving and investment process and its measurement. The 
institutional units that exist in the economy and for which statistics can be 
collected are not consumers and producers, but households and enterprises. The 
institutional units differ from the functional ones in important ways. Households 
not only consume and save; they also invest, in houses and durable goods. 
Enterprises not only invest; they also save, in the form of capital consumption 
allowances and retained earnings. It is not surprising that functional theories of 
saving and investment that omit both household investment and enterprise saving 
fail to explain reality, and lead to serious misjudgments in economic policy. 

In the national income accounts of the United States, the item labeled “personal 
saving” does not correspond either to household gross saving, or the net saving or 
the net lending of households for four reasons. (1) The income and outlays of 
nonprofit institutions are consolidated with households in the personal income sec¬ 
tor. (2) Home ownership is treated as a fictional enterprise providing housing ser¬ 
vices to consumer-occupants; this fiction seriously distorts and obscures the actual 
transactions and saving of households. (3) Employer contributions paid to pension 
funds and the earnings of pension funds are treated as being paid out to individuals, 
whereas the actual pension payments made to retired persons are omitted. Finally, 
(4) purchases by households of new owner-occupied housing and consumer durables 
are not recognized as household capital formation. 

The consolidation of nonprofit institutions with households is clearly inappro¬ 
priate for a statistical analysis of the behavior of households. Private educational 
institutions, hospitals, churches and other nonprofit institutions ate, in fact, enter¬ 
prises not unlike government enterprises, and their income, current outlays and 
expenditures for capital formation should be analyzed separately from those of 
households. Furthermore, consolidation of nonprofit institutions with households 
means that households’ contributions to nonprofit institutions do not appear as 
outlays by households. 

With respect to the imputation for the services of owner-occupied housing, 
the U.S. estimate of consumer expenditures of home owners includes an imputed 
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expenditure for space rental to a fictional enterprise. The actual costs associated 
with home ownership such as maintenance, property taxes, and mortgage inter¬ 
est, together with imputed depreciation, are excluded from die personal outlays 
in die U.S. personal income account and are considered to be expenses of the 
fictional enterprise. Any residual income, over housing expenses and deprecia¬ 
tion, is imputed back to die personal income account as net rental income. 
Therefore, in effect, the depreciation of owner-occupied houses is excluded from 
personal saving and considered to be gross saving by the fictional housing enter¬ 
prise. In terms of institutional and behavioral reality, however, it is households 
and not fictional enterprises that are doing this gross saving. 

The national income accounting treatment of employers’ pension contributions 
and benefits alters both die timing and the magnitude of household income receipts. 
Employers’ pension contributions are viewed as if they were paid directiy to em¬ 
ployees, and therefore they are included in personal income. Ownership of 
employers’ pension fund reserves is attributed to households and their earnings are 
treated as being paid to households even though no such payments are made. Fur¬ 
thermore, because employers’ pension contributions are included as personal in¬ 
come, the national accounting treatment, in order to avoid double counting, excludes 
from personal income employee pensions actually paid to individuals. Where the 
retired population receives substantial pension benefits, this treatment makes analy¬ 
sis of the distribution of personal income somewhat meaningless. It is in direct 
contrast to the household survey approach, which excludes employers’ contributions 
to pension reserves from household income but includes the payment of pension 
benefits. It is also in direct conflict with the U.S. national accounting treatment of 
social security contributions and benefit payments. Social security contributions 
(both employer and employee) are excluded from personal income, and social secu¬ 
rity benefit payments are included as income received by individuals. 

Finally, denying the possibility of household capital formation leads to some 
awkward problems of definitional inconsistency. Household appliances purchased as 
part of owner-occupied houses are included as part of the gross capital formation of 
the fictional enterprises set up to own owner-occupied houses. However, the same 
appliances purchased separately are treated as current consumption expenditures by 
households. Again, automobiles purchased by businesses are included in gross capi¬ 
tal formation, whereas those purchased by households are considered to be current 
expenditures. Unless, of course, an individual is reimbursed for the use of an auto¬ 
mobile by the employer, then, as in the case of owner-occupied housing, a fictional 
enterprise is set up to which the depreciation charges are credited. 

B. The Evidence on Household Gross Saving and 
Capital Formation 

It is, of course, possible to modify the U.S. personal income and outlay account 
in such a way that it becomes a true household sector account. Such an account 
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would (1) exclude nonprofit institutions, (2) include the actual expenditures for 
owner-occupied housing, (3) treat pension benefit payments rather than 
employers’ contributions to pension funds as income received by households, 
and (4) recognize the purchases of owner-occupied housing and consumer dura¬ 
bles as gross capital formation by households. The details of these four adjust¬ 
ments are shown in Table 20.1 for the year 1989. 

1. Nonprofit Institutions 

Excluding nonprofit institutions from personal income means that the income 
they receive from their investments and buildings ($43.2 billion), and the contri¬ 
butions they receive from enterprises and government ($10.5 billion) should be 
deducted from personal income. In terms of outlays, it is necessary to add to 
household outlays those current gifts and contributions actually made by house¬ 
holds ($114.7 billion), and deduct the current outlays made by nonprofits. Unfor¬ 
tunately, in the U.S. national accounts data, there is no separate accounting for 
the current outlays of nonprofit institutions. Therefore, in Table 20.1, it has been 
assumed that the current outlays of nonprofits are equal to their current income 
($168.4 billion). This would mean that their current saving was zero, and their 
removal from the personal income account would not affect household saving. 

2. Owner-Occupied Housing 

In order to include owner-occupied housing in the household sector, the first step 
should be to exclude from household income the imputed net rental paid to 
households by the fictional housing enterprises ($-23.4 billion). It should be 
noted that the official U.S. estimate of net imputed rental of owner occupied 
housing is negative for 1989, i.e., owner-occupied housing costs (including de¬ 
preciation) exceeded the imputed space rental value of such housing. Therefore, 
excluding it from household income will actually increase household income. 
Secondly, the payment of imputed space rental value ($371.1 billion) should be 
excluded from household outlays and in its place the actual housing expenses 
($305.3 billion) must be substituted. Finally, to impute the services of owner- 
occupied housing, the difference between the actual expenses and the space 
rental value should be treated as both income received and outlays by house¬ 
holds. The results of all these adjustments (a) leaves household total outlays 
unchanged but (b) increases household income and household gross saving by 
the amount equal to what had been the capital consumption allowances of the 
fictional owner-occupied enterprise ($89.2 billion). 

3. Employers' Pension Funds 

In the case of employers’ pension funds, employers’ contributions to pension 
reserves ($58.6 billion), and the income earned on pension reserves ($161.9 
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Table 20.1 


Derivation of Household Income, Outlays, Gross Saving, and Gross Capital 

Formation, 1989 (billions of dollars) 




Income 

Outlays 

Saving 

Line 

Item 

1 

2 

3 

1 

U.S. Personal Income and Outlay Account 

4,384.3 

4,212.5 

171.8 


Adjustments 




2 

Non-profit institutions 

-53.7 

-53.7 

0.0 

3 

Less: Investment and imputed rental income 

-43.2 



4 

Less: Business and Government transfers 

-10.5 



5 

Less: Current outlays of non-profits 


-168.4 


6 

Plus: Household contributions to non-profits 


114.7 


7 

Owner-occupied housing 

89.2 

-0.0 

89.2 

8 

Less: Imputed net rental income 

23.4 



9 

Less: inputed space rental 


-371.1 


10 

Plus: Owner-occupied expenses 


305.3 


11 

Plus: Imputed housing services (gross) 

65.8 

65.8 


12 

Employer pension funds 

-56.1 


-56.1 

13 

Less: Employers* pension contributions 

-58.6 



14 

Less: Pension fund earnings 

-161.9 



IS 

Plus: Pension benefit payments 

164.4 



16 

Household capital formation 

340.7 

-133.9 

474.6 

17 

Less: Consumer durable outlays 


-474.6 


18 

Plus: Imputed durable services (gross) 

340.7 

340.7 


19 

Household gross income, current outlays and 
gross saving 

4,704.4 

4,024.9 

679.5 

20 

Household gross capital formation 


662.6 


21 

Purchases of owner-occupied housing 


188.0 


22 

Purchases of consumer durables 


474.6 


23 

Household net lending 



16.9 

24 

Enterprise gross capital formation 


583.2 


25 

Household net lending as percent of enterprise 
gross capital formation 



2.9 


Sources: Business and household contributions to nonprofits: Statistical Abstract of the U.S. 1991 , 
Table 627. 

Capital consumption of consumer durables: Board of Governors of the Federal Reserve System, 
Flow of Funds Accounts , Second Quarter 1991, Zl. 

Owner-occupied housing, employer pension funds, consumer durables and enterprise capital 
formation: Department of Commerce, Bureau of Economic Analysis, Survey of Current Business , 
Vol. 70, No. 7, July 1990. 

billion) should be eliminated from household income. The actual payment of 
pension benefits to households ($164.4 billion) should be added. The conse¬ 
quence of these changes is a reduction in household saving ($-56.1 billion). 

4. Household Capital Formation 

Finally, in order to treat household expenditures for durable goods as household 
capital formation, it is necessary to deduct them ($474.6 billion) from household 
current expenditures. In their place an imputed value for the services provided by 
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durables owned by households can be added as both household income and 
consumption. This would be comparable to what was done above for the im¬ 
puted services of owner-occupied housing. However, in the case of durable 
goods no attempt was made in Table 20.1 to impute the market value of the 
services of consumer durables. Instead, the imputed value was taken to be equal 
to the capital consumption of consumer durables ($340.7 billion) as given by the 
Federal Reserve Board data on flow-of-funds. Since the imputation of durable 
services affects both income and outlays equally, it does not alter household 
saving. The removal of consumer durables as current outlays, however, does 
increase household gross saving by $474.6 billion. 

The consequence of all these adjustments demonstrates that when an actual 
household current income and outlay account is constructed for the year 1989, 
the gross saving of households is $679.5 billion. However, as is also shown in 
Table 20.1, the household expenditures for their own capital formation of hous¬ 
ing and consumer durables amounted to $662.6 billion. Thus households’ excess 
of gross saving over their capital formation (i.e., household net lending) 
amounted to only $16.9 billion—an amount equal to less than 3 percent of 
enterprise capital formation. 

Household gross saving, gross capital formation and net lending or net bor¬ 
rowing are given in Table 20.2 for the years 1947-89. It becomes apparent that 
the year to year changes in household gross saving, gross capital formation, and 
net lending as shown in Table 20.2 are strongly influenced by economic condi¬ 
tions. In periods of prosperity the gross capital formation of the household sector 
has often exceeded its gross saving. In these periods, the household sector has 
become a net borrower rather than a supplier of funds. In effect this means that 
the current and capital outlays that households actually make during periods of 
prosperity tend to exceed the income they receive. Conversely, in periods of 
recession household gross capital formation has often grown more slowly or has 
declined more than gross saving. In these periods, the household sector has 
become a net provider of funds. 

This behavior of household net borrowing and net lending is precisely the 
opposite of that implied by the permanent income hypothesis. The permanent 
income hypothesis overlooks two very important institutional aspects of house¬ 
hold behavior. First, for many households, saving is contractual and cannot be 
changed easily in the short run; the prime examples are repayment of home 
mortgages and consumer debt. Second, the omission of household capital forma¬ 
tion neglects the point that in die short run the outlays for owner-occupied 
houses and durables can be reduced without commensurately disturbing the 
household’s basic standard of living. Therefore, household gross saving often 
tends to be relatively stable, and it is the capital outlays of households that reflect 
the fluctuations in income. 

Aggregate household savings data cannot be used direcdy to test the life-cycle 
hypothesis. Nevertheless, the importance of houses and consumer durables as 
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Table 20.2 

Household Saving, Capital Formation, and Net lending, 1947-89 (billions of 
dollars) 


Household Net 

Household Sector Lending (+) 

- or Net 


Line 

Year 

Household 

Gross 

Saving 

1 

Household 

Gross 

Capital 

Formation 

2 

Household 

Net 

Lending (+) 
or Net 

Borrowing (-) 

3 

Enterprise 

Sector 

Gross 

Capital 

Formation 

4 

Borrowing (-) 
as % of 
Enterprise 
Gross Capital 
Formation 

5 

1 

1947 

26.4 

29.9 

-3.5 

25.5 

-13.7 

2 

1948 

34.4 

35.3 

-0.9 

34.7 

-2.6 

3 

1949 

32.7 

36.6 

-3.9 

24.9 

-15.7 

4 

1950 

43.3 

47.6 

-4.3 

38.3 

-1U 

5 

1951 

46.3 

45.0 

1.3 

45.4 

2.9 

6 

1952 

46.6 

44.5 

2.1 

38.3 

5.5 

7 

1953 

50.9 

48.4 

2.5 

39.2 

6.4 

8 

1954 

49.6 

49.4 

0.2 

36.8 

0.5 

9 

1955 

54.5 

59.2 

-4.7 

48.9 

-9.6 

10 

1956 

58.6 

54.0 

4.6 

56.9 

8.1 

11 

1957 

59.3 

57.1 

2.2 

53.7 

4.1 

12 

1958 

64.0 

55.4 

8.6 

45.4 

18.9 

13 

1959 

62.1 

65.6 

-3.5 

57.4 

-6.1 

14 

1960 

60.9 

64.8 

-3.9 

56-9 

-6.9 

15 

1961 

64.6 

62.3 

2.3 

56.7 

4.1 

16 

1962 

67.7 

68.5 

-0.8 

66.1 

-1.2 

17 

1963 

70.3 

75.3 

-5.0 

69.6 

-7.2 

18 

1964 

82.1 

70.5 

11.6 

75.9 

15.3 

19 

1965 

93.1 

87.5 

5.6 

92.2 

6.1 

20 

1966 

98.2 

90.8 

7.4 

106.3 

7.0 

21 

1967 

115.0 

93.5 

21.5 

102.8 

20.9 

22 

1968 

122.8 

106.0 

16.8 

112.0 

15.0 

23 

1969 

119.4 

113.9 

5.5 

125.5 

4.4 

24 

1970 

134.6 

113.2 

21.4 

113.3 

18.9 

25 

1971 

154.5 

136.5 

18.0 

133.6 

13.5 

26 

1972 

159.3 

159.2 

0.1 

154.0 

0.1 

27 

1973 

194.5 

178.0 

16.5 

185.5 

8.9 

28 

1974 

190.0 

172.4 

17.6 

191.6 

9.2 

29 

1975 

222.4 

185.1 

37.3 

169.9 

22.0 

30 

1976 

228.4 

228.9 

-0.5 

216.3 

-0.2 

31 

1977 

243.3 

274.2 

-30.9 

254.4 

-12.1 

32 

1978 

264.3 

309.8 

-45.5 

312.6 

-14.6 

33 

1979 

279.4 

314.4 

-35.0 

359.4 

-9.7 

34 

1980 

304.9 

300.7 

4.2 

355.6 

1.2 

35 

1981 

355.3 

323.9 

31.4 

431.9 

7.3 

36 

1982 

360.1 

325.1 

35.0 

374.9 

9.3 

37 

1983 

388.5 

415.8 

-27.3 

375.6 

-7.3 

38 

1984 

469.8 

470.7 

-0.9 

529.6 

-0.2 

39 

1985 

475.8 

533.6 

-57.8 

481.7 

-12.0 

40 

1986 

528.7 

580.3 

-51.6 

485.1 

-10.6 

41 

1987 

521.2 

603.4 

-82.2 

519.2 

-15.8 

42 

1988 

622.6 

651.4 

-28.8 

553.2 

-5.2 

43 

1989 

679.5 

662.6 

16.9 

583.2 

2.9 

44 

Total 

8,299.9 

8,400.3 

-100.4 

8,190.0 

-1.2 


Sources: For 1980-89: see sources for Table 1. 

For 1947-79: Ruggles, Richard and Nancy D. Ruggles, “The Integration of Macro and Micro 
Data for the Household Sector/* Review of Income and Wealth, Series 32, No. 3, September 1986. 
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elements of household spending and accumulation suggests a quite different 
scenario from that posited by the life-cycle hypothesis. During the early years of 
the life cycle, households purchase houses and consumer durables and acquire 
mortgages and consumer debt Gradually, with advancing age, mortgages and 
consumer debt are paid off. At the time of retirement households have consider¬ 
able equity in houses and durables. Although there is a life-cycle pattern, it is not 
the one suggested by the life-cycle hypothesis. It is not die accumulation of 
saving for old age that drives the system. Rather the dominant pattern relates to 
the acquisition of housing and durables by households in their formative years; 
in their middle and later years they repay mortgages and consumer debt, thus 
increasing their saving and accumulating equity. 

Thus the effect of this life-cycle saving pattern on the supply of household 
saving available for non-household capital formation is the reverse of that pre¬ 
dicted by the life-cycle hypothesis. A growing (and therefore young) population 
would not be a source of net lending, but rather would borrow from the other 
sectors to finance their purchases of houses and durables. Conversely, a declin¬ 
ing population would include a large segment of households in die phase of their 
life cycle when they were paying off previously incurred debt, so households as 
a group would be suppliers of funds to other sectors. With the prospect of an 
aging population in the next few decades, therefore, the household sector may be 
expected to contribute more rather than less to die financing of other sectors. 

In any event, the data on household gross saving and gross capital formation 
shown in Table 20.2 demonstrate that over the period from 1947-89 the house¬ 
hold sector did not, on balance, provide the financing for enterprise capital 
formation. To obtain more insight into the saving and investment process, there¬ 
fore, it is necessary to analyze die capital formation and saving of different 
enterprise sectors more directly. 
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Nancy D. Ruggles 

Financial Issues for the SNA Revision 

( 1987 ) 


A. The Financial Accounts in the SNA Framework 

One of the new features of the 1968 SNA 1 (hereafter referred to as the Blue Book) 
was the introduction of much expanded financial information. This expanded finan¬ 
cial information is fully integrated into the accounting framework, as a further 
elaboration of the saving and net lending figures derived in the current accounts. The 
framework now provides for a complete accounting of the process by which the 
economy moves from its position at the beginning of die period (die opening balance 
sheet) to its position at the close of die period (die closing balance sheet). This paper 
is concerned with the capital finance account, the reconciliation account, and the 
balance sheet These parts of SNA have been much less thoroughly developed than 
the accounts dealing with production and income flows, and a number of problems 
need consideration in the review of SNA. 2 

The changes in balance sheet figures from one date to the next necessarily reflect 
the transactions shown in the flow accounts covering that period. Reproducible 
tangible capital assets enter the stock of capital through gross capital formation, and 
leave it through consumption of fixed capital or scrapping, as shown in the capital 
accumulation account Non-reproducible tangible assets and intangibles enter the 
balance sheet when they are die subject of a transaction appearing in the capital 
accumulation account. Financial assets and liabilities are created and extinguished 
through actions that appear in the capital finance account 

There are, however, other factors besides those appearing in the flow accounts 
that lead to changes in balance sheets from one period to the next. The chief of 
these is revaluation: changes in market prices. In addition, other types of capital 

Reprinted, with permission, from Nancy D. Ruggles, “Financial Accounts and Balance 
Sheets: Issues for die Revision of SNA,” The Review of Income and Wealth 33, no. 1 
(March 1987): 39-62, with a few subsections omitted. 
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gain and loss may occur, and certain other adjustments may be required. All of 
these gains and losses are accounted for, in SNA, in the reconciliation account. 
Taken together, the transaction accounts and the reconciliation account provide a 
complete explanation of the change from one period to the next in the balance 
sheets of individual transactors, sub-sectors, sectors, and the nation as a whole. 

At the time the Balance Sheet Guidelines were prepared, there was little 
country experience in the compilation of balance sheets upon which to base 
them, although there had been experimentation by researchers both in die con¬ 
struction of capital stock figures and in the compilation of partial balance sheets. 
Country experience has now broadened considerably. Among the statistically 
more developed countries, capital stock figures are becoming widely available. 
Balance sheets are still limited, but several countries have had experience in 
compiling them. It is therefore now possible to approach this topic with some¬ 
what more confidence, both in the utility of the figures and in die feasibility of 
compiling them. It is also possible to identify certain problem areas, to which 
attention needs to be given. 

Although some of these problem areas are limited to the financial accounts, 
many of them are die same ones that have already been identified in other 
contexts. None of the issues raised in this paper is new, and some have been 
debated from the early years of work on national accounts. But the changing 
nature of economic problems and policy concerns and the increasing focus on 
financial questions call into question some of the conventions that have been 
adopted and suggest that some reconsideration is now warranted. As the growth 
of financial analyses outside the national accounting system demonstrates, if the 
accounting system fails to accommodate die kinds of analyses now of interest to 
policy makers and researchers it will simply be by-passed, and die quality of 
both the traditional uses of the accounts and the newer ones will suffer. 

1. Consistency of the Stock and Flow Accounts 

The Balance Sheet Guidelines emphasize that the coverage of the balance sheet 
accounts must be congruent with that of the transaction accounts. Reproducible 
tangible assets must have been created by gross capital formation, and stocks of 
financial assets and liabilities through actions appearing in the capital finance 
account. Non-reproducible tangible assets, in SNA, in principle enter die balance 
sheet only when they have been the object of a market transaction shown in the 
capital accumulation account, i.e., when they are bought and sold. Some ques¬ 
tions have arisen, however, in the application of these principles. 

a. Statistical Feasibility 

There is, first, a general question of statistical feasibility. It has been suggested 
that it may sometimes be possible to include items in the balance sheet that 





FINANCIAL ISSUES FOR THE SNA 293 


cannot be compiled on a flow basis, or vice versa. Statistical feasibility varies, of 
course, with each country’s individual circumstances. In view of the usual meth¬ 
ods of compilation, however, it is not readily apparent why coverage of the stock 
and flow accounts need differ. For reproducible assets, stock figures are most 
often compiled by perpetual inventory methods, cumulating flows over a period 
of years. If flows are available, stocks can be compiled. For other assets, the 
reverse is generally the case: the primary data are for stocks, and flows are 
obtained as differences. But again, if one is available, the other can be obtained. 
In conceptual terms, the Guidelines position seems quite justified. Statistical 
difficulties are inevitable, but they should not be used as a reason for distorting 
the conceptual framework of die system. Nevertheless, the question needs ex¬ 
plicit consideration. 

b. Land and Other Non-reproducible Tangible Goods 

Land, timber tracts, subsoil deposits and fisheries enter the transaction accounts 
of SNA when they are bought and sold or improved. While all non-reproducible 
tangible assets are part of the endowment of a country and yield benefits over an 
extended period of time, only the streams of benefits from those resources that 
are used in die commercial production of goods and services are generally priced 
in the market place and included in production. It is usually feasible to value 
these commercially used assets, and to include them in the balance sheets of their 
owners. A more debatable question arises in the case of assets of a similar type 
that have not been sold, but which have owners. It is, for instance, quite unrealis¬ 
tic to omit the value of subsoil assets from the wealth of petroleum producing 
countries, just because die assets belong to the government and have never been 
sold and are not likely to be. Similarly, some countries still have large amounts 
of unoccupied farm, range, and timber land. Inclusion of such assets does not 
contravene the principle of congruence of the flow and stock accounts. All 
accounting systems must begin at a fixed point in time, with an opening balance 
sheet which would include the value of land at that time. Improvements to it, and 
increases in its value through discovery of mineral resources, etc., or through 
price changes would then enter the accounts in the normal way. 

In the absence of a sale, valuation of these assets often presents very difficult 
problems of both a conceptual and a statistical nature. The problems arise in 
some cases because long time periods are involved and contracts made in earlier 
periods may not reflect current conditions. This is true, for instance, of land 
subject to long leases, or of mines whose output is subject to a long term sales 
agreement. In other cases, current value depends upon unknown future events— 
conditions of supply and demand, prices and interest rates—and there is no 
existing market in the asset itself to provide a guide. 

The valuation of subsoil assets is particularly difficult, since large and sudden 
alterations frequently occur in all of the factors entering into the calculation. 
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Estimates of economically usable physical reserves are highly dependent upon 
the price of the ultimate product, and that price often swings widely. They are 
also dependent upon technology, which changes constantly. And finally, new 
discoveries may be very important Once the physical quantity of the reserve has 
been determined, furthermore, valuing it involves predicting prices and rates of 
return at future exploitation dates and choosing appropriate rates of discount to 
arrive at present values. 

No satisfactory solution to these problems has yet been developed. Attention 
needs to be devoted to developing an appropriate methodology for die next 
version of SNA. 

c. Household Durable Goods 

The durable goods of households such as automobiles, refrigerators, washing 
machines and furniture are excluded from gross fixed capital formation in SNA. 
This treatment is somewhat anomalous since the same items are considered to be 
fixed assets when they are in the possession of producers (such as the providers 
of rental housing) and they do yield a stream of benefits to households over a 
number of years. Furthermore, possession of durable goods is an important ele¬ 
ment in the level of living of households and in their patterns of consumption 
and financial behaviour. However, the benefits households derive from these 
goods are not, in the present SNA, included in the production or consumption of 
goods and services, so that the inclusion of such assets in household balance 
sheets would create serious problems of reconciliation with the transaction ac¬ 
counts. It is on this basis that they are now omitted from the balance sheet, but 
SNA recommends that a supplementary table be prepared on household holdings 
of consumer durable goods. 

Taken by itself, this treatment of consumer durables may seem reasonable. 
However, household durable goods are closely related to owner-occupied hous¬ 
ing, and as household durable goods (especially automobiles) become more im¬ 
portant, it is increasingly difficult to justify treating the two categories as 
differently as SNA now does. Various suggestions for bringing their treatment 
into closer harmony have been made. One possibility would be to treat durable 
goods as housing is now treated, establishing a nominal unincorporated enter¬ 
prise to own them and furnish their services. This would involve estimating the 
value of the services of durables, and adding this value to both production and 
household consumption, while deducting actual expenditures on durables. An 
alternative possibility would be to treat both consumer durables and owner- 
occupied housing as assets on the balance sheet of households, and current costs 
relating to their use (e.g., maintenance, interest charges, and taxes) as part of 
household current outlays. As an adjustment in this latter approach, an estimate 
of both home-owners’ imputed rental income and the imputed services of dura¬ 
bles might be shown as a supplement. 
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2. The Structure of the Balance Sheet 

To a certain extent, the structure of SNA’s balance sheet was determined by 
earlier decisions taken with respect to other parts of the system. The 1968 SNA 
dealt mainly with the current transactions accounts, and it did not give much 
consideration to die impact of decisions taken there upon the balance sheet The 
Balance Sheet Guidelines endeavoured to maintain compatibility with die cur¬ 
rent accounts as laid out in 1968, although this did not always prove to be 
entirely feasible. 

a. Separation of Fixed Claims and Equities 

The major division of the balance sheet in the Blue Book is between nonfinancial 
and financial entries. Nonfinancial entries are those whose changes appear in the 
capital accumulation account and financial entries are those whose changes appear 
in the capital finance account. That boundary, in turn, is determined by SNA’s 
choice of the concept of net lending as the balancing item in both accounts, and the 
specific definition given to it For both of these there are alternatives, which are 
adopted by some countries. The alternative balancing item is gross saving; the 
definitional questions relate mainly to intangibles. A different treatment of these 
questions would lead to a differently structured balance sheet, which might be closer 


The Balance Sheet Guidelines modify the arrangement adopted in the capital 
finance account of the Blue Book in one important respect, namely the separa¬ 
tion of fixed claims from equity items. The main break, on the liability side, is no 
longer between liabilities and net worth, but rather between liabilities to “third 
parties,” on the one hand, and the sum of liabilities to “second parties” (i.e., 
owners of the enterprise’s equity) and net worth, on the other. On die asset side, 
capital participations are separated from other financial assets. Thus, fixed assets 
and liabilities are shown separately from equities on both sides of the account. 
The Guidelines also propose a similar restructuring of the capital finance ac¬ 
count, to show changes in capital participations separately from changes in other 
financial assets and liabilities. This alteration in the structure of the balance sheet 
and capital finance accounts is clearly an improvement, since corporate and 
quasi-corporate equities are not liabilities in the usually accepted sense of that 
term, and this treatment brings the accounts closer to normal business practice. 
In most business accounts, a similar distinction is also made on the asset side of 
the balance sheet, separating fixed claim assets from equity securities. 


b. Financial Assets and Liabilities Other Than Equities 

The basic SNA classification of fixed claims is by liquidity, which is, of course, 
closely associated with type of instrument. Within this first-level breakdown. 
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two further distinctions are made. A separation is made between accounts pay¬ 
able in national currency and those payable in foreign currencies, and accounts 
with an original contractual maturity of one year or less are distinguished from 
those with longer maturities. In only one case does the classification of financial 
assets and liabilities provided in SNA (Table 7.2) and in the Balance Sheet 
Guidelines recommend any breakdown by institutional sector beyond the separa¬ 
tion of foreign debtors and creditors: it is recommended that short term bonds 
and bills be subdivided according to debtor into (a) resident corporations, (b) 
central government, (c) state and local government, and (d) rest of die world. 

Table 24 of SNA does provide for a breakdown of financial transactions by 
detailed subsectors of debtors and creditors. However, few countries are able to 
provide data at the level of detail required for this table. Yet the introduction of some 
institutional sector detail into the main capital finance and balance sheet accounts 
would be extremely useful. In particular, consideration may be given to the separa¬ 
tion of government obligations. It is of considerable importance for financial analysis 
and the planning of monetary and fiscal policy for die government to know whether 
the public debt is held by banks and other financial institutions, public or private 
enterprises, or households. Secondly, a breakdown of long tarn loans would be 
desirable, in order to show debt secured by mortgages on residential and commercial 
property separately from other types of long term financing. 

The Guidelines argue that fixed claims held as assets should, in principle, be 
valued in one of two ways, either (1) at nominal face value if they can be 
realized on demand or at short notice or if they cannot be transferred as assets 
from one transactor to another, or (2) at market value if they cannot be realized 
on demand but can be transferred. The application of this principle, tempered by 
considerations of practicality, results in its proposal that market values should be 
used to value fixed claim financial assets in the form of gold and long term 
bonds, and that face values be used for all others. However, this raises some 
problems with respect to the valuation of long term bonds as liabilities. The 
general SNA principle is that the same valuation should be used for a given 
claim whether it is viewed as an asset or as a liability, and this would require that 
long term bonds also be valued at market in the accounts of the issuer. The 
Guidelines offer a number of arguments in favour of this treatment At the same 
time, it is recognized that this is not usual business practice, or indeed the 
practice followed in country financial statistics in many cases. Nor is it the 
International Financial Statistics (IFS) practice. The Guidelines suggest that sup¬ 
plementary tables showing nominal values of long term bonds should also be 
compiled. It may be desirable to reconsider this question for the future. 

c. Equities 

The Balance Sheet Guidelines note that valuation of the equity of both subsidiar¬ 
ies and quasi-corporate enterprises presents problems, and its recommendations 
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depart from those of the Blue Book. With respect to subsidiaries, where by 
definition the parent company owns 50 percent or more of the corporate stock, 
the parent company controls the magnitude of the subsidiaries’ net worth since it 
determines the amount of dividends they pay and thus fixes the amount of saving 
they retain. It may therefore be argued that the subsidiaries do not have any 
independent net worth and that the value of the parents’ equity securities in die 
subsidiaries is equivalent to die total value of die subsidiaries’ assets less the 
total value of the subsidiaries’ liabilities, after taking account of any minority 
interests. A similar argument is made for quasi-corporate enterprises. Quasi¬ 
corporate enterprises may be considered to have no independent net worth, since 
the proprietors determine the amounts they withdraw from or add to the capital 
of the enterprises and can appropriate all of it. The value of the proprietors’ net 
equity in quasi-corporate enterprises would thus be equivalent to the total value 
of their assets less die total value of their other liabilities. 

With respect to corporate equities as liabilities of the issuing firms, the Guide¬ 
lines do recommend valuation at market, but point out that a good case can be 
made for the use of revalued paid-in value. The revalued paid-in value of all the 
outstanding equity securities, excluding treasury stock, of an incorporated enter¬ 
prise is the sum of the actual amounts paid for sold issues of shares and the value 
of their issue of dividends and bonuses, revalued in terms of the current market 
prices of die assets of the enterprise. The use of this value for equity securities, 
together with market values elsewhere in the balance sheet, would result in a 
concept of net worth which is equivalent to the accumulated retained earnings 
and capital gains of the enterprise, valued in terms of current market prices of the 
assets. This definition of net worth is closely related to the concept of accumu¬ 
lated capital that is used in business accounting. It would yield figures of net 
worth that are indicative of the success of companies and of their dividend 
policies and the role of internal financing. The relationship between the revalued 
paid-in values and market values of the equity securities of incorporated enter¬ 
prises is also of analytical interest. 

IFS follows a still different practice. It considers that it is not essential that 
financial claims be valued identically when they are owned as assets and when 
they are owed as liabilities, and recommends different valuation of the same item 
in debtor and creditor balance sheets. The IFS procedure is to value financial 
assets at the present discounted value of expected future income streams, and to 
value financial liabilities at face value. For equity securities, “face value” ap¬ 
pears to mean nominal paid-in value, without any revaluation, although IFS does 
not make this entirely clear. 

Recent experience in the analysis of both private financial markets and fiscal 
policy strongly suggests that the accounting system should provide both valua¬ 
tions based on the discounted future stream of expected earnings and valuations 
reflecting the actual market value of assets and liabilities owned by enterprises, 
since the difference between the two is often a determinant of behavior. In terms 
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of financial markets, where a firm’s discounted stream of future earnings valua¬ 
tion is lower than the market value of its net assets, it may be the target of a 
takeover aimed at liquidating its assets. In fiscal policy terms, the two valuations 
are required to compute g-ratios, which reflect the extent to which enterprises 
will spend for new capital formation or will attempt to gain new capacity by 
merging with existing enterprises. 

d. Intangibles 

Various questions may also be raised about die treatment of intangibles. As the 
controversy surrounding the treatment of financial leasing makes apparent, such 
intangible assets as leases share many of the characteristics of financial assets, 
and it might be useful to combine them with other fixed claim assets. This is not 
true, however, of all types of intangibles. Such intellectual property as patents 
and copyrights (and, increasingly, such things as computer software) are much 
more akin to tangibles. They do not entail an offsetting liability, and so should 
enter into national wealth. 


3. The Reconciliation Account Entries 

The 1968 SNA envisaged a complete accounting for the change in balance sheets 
from one period to the next through accounts covering transactions and a revalu¬ 
ation account to accommodate changes in prices. However, the Balance Sheet 
Guidelines issued in 1977 encountered various problems with the scheme as 
originally formulated. Some entries were needed that could not be considered 
revaluations, but for which no place had been provided in the transactions ac¬ 
counts. In order to avoid the necessity for altering the transactions accounts as 
laid out in the Blue Book, the scope of the revaluation account was expanded in 
the Guidelines to include all of these omitted items, and its name was changed 
from revaluation account to reconciliation account. This was, however, not in¬ 
tended as a permanent solution. The Guidelines point out that the boundary 
between the transactions accounts and the reconciliation account needs further 
study, and that this is one of the reasons why they were called “provisional.” 

The capital accumulation account covers the birth (through gross capital for¬ 
mation) and death (through capital consumption) of most tangible assets. How¬ 
ever, there are some exceptions. Gross capital formation includes the birth of 
certain assets for which estimation of capital consumption is not recommended, 
such as improvements to land, tire development and extension of plantations, and 
the construction of certain government assets such as roads and bridges. If these 
assets pass out of existence, their dead) is not provided for in the transactions 
accounts. Plantations, timber tracts, etc., may increase in value through natural 
growth, and this is not reflected in die capital accumulation account Losses of 
tangible assets through natural catastrophes or unanticipated accidental damage. 
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or their premature retirement due to unforeseen obsolescence, do not appear 
in the capital accumulation account. Finally, die birth, through sale, of nonfi- 
nancial intangible assets is covered in the capital accumulation account, but 
their death is not. All of these omitted changes now appear in the reconcilia¬ 
tion account. 

The capital finance account covers the birth and death of financial assets and 
liabilities resulting from the foundation, liquidation, and most acquisitions and 
sales of enterprises. It does not, however, cover the disappearance or appearance 
of certain financial assets and liabilities because of expansion or contraction of 
the coverage of statistical units. A parent may actually acquire or divest subsidi¬ 
aries, or the change may result simply from a redefinition of the statistical unit 
Reclassification of statistical units among sectors or kind of activity classes may 
also result in changes not covered in the capital finance accounts of individual 
sectors, though the account of the nation as a whole will not be affected. All 
these omissions, again, are presently included in the reconciliation account. 

The entries that now appear in the reconciliation account may be divided into 
those reflecting changes in prices and those reflecting changes in quantities. 
These are quite different in nature, and they are discussed separately below. 

a. Revaluations Due to Price Change 

This categoiy covers the types of change originally envisaged in the 1968 SNA. 
It includes both realized and unrealized capital gains and losses arising from 
changes in market price or replacement cost of balance sheet items (depending 
on the method of valuation used), or in cases where value has been estimated by 
capitalizing an income stream, changes in the capitalization factor or rate of 
discount used in making the estimates. Where assets or liabilities are denomi¬ 
nated in foreign currencies, changes in exchange rates may also enter here. 
Although the entries appearing here are often difficult to estimate, they do not 
usually present boundary problems: they are unambiguously revaluations, and as 
such belong here and not in the transactions accounts. 

b. Special Drawing Rights 

Special Drawing Rights were instituted by the International Monetary Fund after 
die publication of the 1968 SNA. SDRs are international reserve assets created 
by die IMF, representing die holder’s unconditional right to obtain other reserve 
assets, usually foreign exchange. They are held exclusively by official holders, 
which are normally central banks. The process through which SDRs are created 
(referred to by IMF as allocations of SDRs) and may be extinguished (cancella¬ 
tion of SDRs) resembles an unrequited transfer, in that a resident (the official 
holder) acquires or gives up a financial asset but does not exchange for it any¬ 
thing of economic value. Increases or decreases in net allocations are accounted 
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for in the Guidelines in the reconciliation account. This treatment is largely a 
consequence of historical accident; as the Guidelines note, net allocations could 
with equal or superior logic be accounted for in the transactions accounts, along 
with other capital transfers. 

c. Changes in the Quantity of Nonfinancial Assets 

This group includes both tangible and intangible nonfinancial assets. Changes in 
these assets that are not accounted for in die transactions accounts fall into two 
general categories. One consists of items that were not discussed in die 1968 SNA, 
perhaps through oversight, but which can logically be fitted into the existing struc¬ 
ture of the transactions accounts. The second category is of a rather different nature. 
It consists of capital gains or losses arising from changes in die physical quantity of 
tangible and nonfinancial intangible assets rather than from changes in their price. 
Where such changes result from production activities, they are included in the 
capital accumulation account But where they result from activities or events not 
now defined as production-related, they are omitted from the capital accumulation 
account and shown in the reconciliation account This in a sense is also a form of 
oversight—the 1968 SNA did not contemplate the existence of such changes in 
physical quantities. A good argument can be made that this category should be 
accommodated in the capital accumulation account, so that this account will reflect 
the full scope of physical capital accumulation. To accomplish this, however, a new 
type of entry in the capital accumulation account would be needed. 


d. Summary 

There are two types of capital gains and losses not arising from die economy’s 
current transactions activity that it would be desirable for the accounting system 
to show. One class arises from changes in prices of capital items, and die other 
from changes in physical quantities of capital items. Those arising from price 
changes are true revaluations, and belong in the revaluation account. With re¬ 
spect to those involving quantity changes, however, there is room for a differ¬ 
ence of opinion. In view of the increasing importance of many of these gains and 
losses, it can be argued that they should be brought directly into the capital 
accumulation and capital finance accounts as new entries. It can equally be 
argued that they should be left in die reconciliation account; but, because of their 
increasing importance, that is a satisfactory solution only if the reconciliation 
account and balance sheet are actually compiled. 

There are also a number of “oversight” items—matters not mentioned in the 
1968 SNA—that can logically be accommodated in the transactions accounts. 
These include uncompensated seizures of assets, terminations of nonfinancial 
intangible assets, retirement of non-depreciated fixed assets, transfers of life 
insurance and pension fund reserves to the net equity of households, and certain 
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types of reclassification and restructuring. The Guidelines put these entries in the 
reconciliation account in order not to require changes in the transactions ac¬ 
counts, but in the next revision of the transactions accounts they can more 
logically be accommodated there. 

B. The Financial Accounts and Institutional Sectoring 

The SNA institutional sectoring conventions differ somewhat both from those of 
IFS and those generally employed in country financial statistics. This section 
reviews the main differences with a view to identifying candidates for reconsid¬ 
eration in the next version of SNA, both in order to promote the harmo nizati on 
of statistical standards and on their own merits. 

The IFS sectoring of transactors closely parallels die SNA institutional sector¬ 
ing, but there are a few important differences. Although in IFS, like SNA, each 
institutional reporting unit is usually assigned to a single sector, a few specific 
exceptions to this rule are made in order to differentiate clearly between the 
financial system and the nonfinancial public sector. The IFS financial system 
comprises monetary authorities (rather than SNA’s central bank), deposit money 
banks (rather than SNA’s other monetary institutions), and nonmonetary finan¬ 
cial institutions (replacing SNA’s three remaining subsectors: insurance compa¬ 
nies, pension funds, and other financial institutions). IFS further divides its 
nonmonetary financial institutions sector into two parts: other banklike institu¬ 
tions and nonbank financial intermediaries. 

In addition, unlike SNA, IFS does not regard social security funds as a sepa¬ 
rate part of government. Rather, social security operations are considered part of 
the central government or of the other levels of government at which they oper¬ 
ate. (In this, IFS differs from the proposed revised version of the IMF’s Govern¬ 
ment Finance Statistics, where the social security funds are separated out.) 

Thus, the chief differences between the SNA sectoring and that of IFS relate 
to the boundary between government and the financial system and the way in 
which the latter is subsectored. But there are also differences, of more import¬ 
ance for SNA than IFS, in die treatment of the nonfinancial part of the economy, 
i.e., quasi-corporate and unincorporated enterprises, household nonmarket activi¬ 
ties, and social security funds. Some of these differences can be reconciled 
through the provision of more detailed information in one system or die odier, 
but others imply important differences in approach. 

1. Financial Institutions 

a. Central Bank/Monetary Authorities 

IFS considers that the international comparability of the data sought for purposes 
of monetary analysis requires that the monetary authority accounts encompass all 
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monetary authority functions. This functional approach differs from the SNA 
approach, in which monetary authority functions carried out by bodies other than 
the central bank in most instances are attributed to die institutional sectors where 
those bodies are found—usually the government sector. Where governments 
have retained control over currency issue (either coins or bank notes), the ac¬ 
counts associated with this function are consolidated with die monetary authority 
accounts in IFS, but not in SNA. Certain functions relating to the maintenance of 
international reserves are also transferred in IFS, but not in SNA. 

SNA recognizes that these central-bank-like functions may be performed out¬ 
side of the central bank in some cases, but it adopts a different approach to 
displaying the relationships involved. Because it is concerned with all of the 
activities of the economic agents whose accounts it presents, not just one particu¬ 
lar aspect such as their role in financial intermediation, SNA considers it impor¬ 
tant that the institutional integrity of die decision-making transactor units be 
maintaine d in the basic accounts. It does recognize, however, that the uses with 
which IFS is concerned are important to many analysts, and suggests that a 
supplementary table may be drawn up to show central-bank-like functions per¬ 
formed by entities other than the central bank. 


b. Other Monetary Institutions/Deposit Money Banks 

In SNA, the subsector of financial institutions called “Other monetary institu¬ 
tions” is defined to include all banks except the central bank that have liabilities 
in the form of deposits payable on demand and transferable by check or other¬ 
wise usable in making payments. IFS defines an analogous subsector called 
“Deposit money banks,” but it is a slightly different group. While banks and 
similar institutions usually are the main issuers of deposit money, institutional 
arrangements may permit other financial transactors to incur transferable deposit 
liabilities that are generally recognized as means of payment. This is particularly 
true where governmental institutions incur such liabilities through postal giro 
systems. The IFS regards such financial transactions as taking place in notionally 
separate financial units which it consolidates with the deposit money bank ac¬ 
counts. Also, when the treasury or some other governmental unit accepts trans¬ 
ferable deposits from the general public, the deposits are classified by IFS, but 
not SNA, in the deposit money bank account. 

c. Nonmonetary Financial Institutions 

IFS and SNA treat the remaining financial institutions, those not included in the 
monetary authority and deposit money banks in IFS or in the central bank and 
other monetary institutions in SNA, in quite different ways. 

In the first place, the subsectors that are identified are different This in itself 
need not cause any insurmountable problems of comparability, because it can be 
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overcome by adding more detail to both sets of accounts. IFS identifies two 
subsectors: (a) other banklike institutions, and (b) nonbank financial intermediar¬ 
ies. SNA identifies (a) insurance companies and pension funds, and (b) other 
financial institutions. 

Innovations in the field of finance such as credit cards and electronic transfer 
of funds raise fundamental questions about the measurement of an economy’s 
means of payment, questions that have as yet been addressed by neither IFS nor 
SNA. Furthermore, some innovations are calling into question the very concept 
of “transferable” deposits. In some countries transferable deposits are a declining 
share of total liabilities of financial institutions, and in some demand deposits are 
now less important than other deposits even for the deposit money banks. This 
changing pattern reflects shifts in the preferences of businesses and individuals 
in favor of interest-earning assets that are readily exchangeable for money, and 
against actual money holdings, and it is what has led financial analysts to de¬ 
velop M2, M3 ..., in addition to the Ml which SNA is aimed at measuring. IFS 
regards those nonmonetary financial institutions able to issue money-substitutes 
as a distinct class, which it calls “banklike institutions.” This group includes 
savings banks, credit cooperatives, mortgage banks, government development 
banks (provided they do not rely exclusively on government sources of funds), 
and certain “offshore” units whose main dealings are with nonresidents. In SNA, 
however, institutions of these types are classified as “Other financial institu¬ 
tions,” together with sales-finance, hire-purchase and other business and personal 
finance companies, money-lenders, securities brokers, and investment compa¬ 
nies, funds, societies and trusts. There would be no conceptual problem, how¬ 
ever, in splitting out a subsector in SNA to match the IFS definition. As die 
proliferation of M measures indicates, different problems require different con¬ 
cepts, and this is one field where showing more detail is probably desirable. 

Conversely, SNA distinguishes separately a subsector composed of insurance 
companies and pension funds. In IFS, these are grouped together with trust and 
custody accounts, real estate investment schemes, other pooled investment 
schemes, and compulsory savings schemes in a subsector called “Nonbank finan¬ 
cial intermediaries.” Again, there would be no conceptual problem in showing 
insurance companies and pension funds separately in IFS. A more serious in¬ 
compatibility arises, however, in the ways in which the accounts of insurance 
companies and pension funds are handled in the two systems. 

d. Insurance Companies and Pension Funds 

The IFS treatment of insurance companies and pension funds is in most respects 
the same as that of conventional business accounting. In the EPS view, the 
primary function of these institutions is the conversion of individual risks into 
the risks of the entire insured community. Households and businesses regard 
their transactions with insurance companies and pension funds partly as current 
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expenditures and partly as acquisitions of financial assets, but since the value of 
the financial assets acquired from these intermediaries depends on future exigen¬ 
cies, their present worth to holders can only be established by imputation. For 
this reason, IFS does not attempt to measure them. The financial assets of insur¬ 
ance companies and pension funds are clearly definable, however, and data on 
their holdings of financial instruments are frequently available. Normally, these 
assets comprise the investments the companies hold to meet required technical 
reserves. The existence of such technical reserves is, in the IFS view, a necessary 
condition for classification of insurance companies and pension funds as finan¬ 
cial institutions. 

The SNA treatment is radically different from this. Casualty insurance is treated 
quite differently from life insurance and pension funds, but in both cases the entries 
in the financial accounts and balance sheets are closely related to, and dependent 
upon, the way these transactions enter die current transactions accounts. 

(1) Casualty Insurance. For casualty insurance companies (fire, theft, health, 
unemployment, etc.), gross premiums received are divided into (1) a charge for 
the service of insuring and (2) a payment for risk. The total payment for risk 
during a given period is taken to be equal to the total claims paid during that 
period. The charge for the service of insuring is the remainder—namely, gross 
premiums less claims—and this is entered as a sale in the production account of 
the insurer and a purchase by the insured. The payment for risk enters die income 
and outlay accounts of both insurer and insured, and the payment of casualty 
insurance claims is also entered into this account, on the opposite side. Since 
these last two entries are by definition equal, for the economy as a whole both 
net casualty insurance premiums and casualty insurance c laims drop out 

It follows from this treatment of casualty insurance in the current accounts that 
there is no place in the system for any casualty insurance technical reserves. Casu¬ 
alty insurance risks are spread over classes of insurance purchasers, but they are not 
spread over time; the claims of each accounting period are fully paid for in that 
accounting period. The balance sheet of a casualty insurance company compiled on 
this basis would contain no indication that it had any future liability to its policyhold¬ 
ers. (One consequence of this treatment is that by the IFS definition, casualty insur¬ 
ance companies would not be financial institutions at all, since they would not have 
any technical reserves.) This conclusion is not only logically indefensible, it is also 
contrary to the legal requirements of most countries. 

(2) Life Insurance and Pension Funds. The SNA treatment of life insurance and 
pension funds is more complex. In addition to payments for the service of insur¬ 
ing and for risk, life insurance premiums are considered to include a substantial 
element of saving, in the form of accumulated reserves. These reserves are 
treated as assets of the covered individuals, not as part of the independently held 
reserves of the insurance companies or pension funds. An entry entitled “Net 
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equity of households in life insurance and pension fends” is entered as a liability on 
the balance sheet of the companies or fends, and as an asset on the balance sheet of 
households. In contrast with the treatment of casualty insurance, life insurance and 
pension benefits received by individuals do not eater the current transaction accounts 
of fee beneficiaries at all; they appear only as changes in fee form of fee 
beneficiaries’ assets in the capital finance and balance sheet accounts. 

This treatment is a major exception to fee general SNA principle of maintain¬ 
ing fee integrity of fee accounts of institutional transactors. Households do not in 
fact receive these funds, and, as fee IMF notes, it is not possible to make an 
objective valuation of their worth to fee insured. Households do not control fee 
funds, they have no access to them, and often even their claim to ultimate receipt 
of benefits from them is tenuous. This is particularly true of pension funds, 
where employees may lose their rights by changing jobs, or through other cir¬ 
cumstances over which they have no control, and where fee magnitude of fee 
fund often reflects fee profitability—or lack of it—of fee sponsoring companies, 
rather than expected benefits. In fee case of life insurance, ultimate receipt of 
benefits depends upon continued payment of premiums over a future interval, 
and policy holders often fail to maintain fee insurance until they can collect on 
it—a factor that insurance companies rely upon in setting rates. Until the claims 
become due, the reserve funds are available to the companies for use as earning 
assets, and the earnings accrue to the companies, not the policy holders. It has 
therefore been proposed that what should be included in the assets of the policy 
holder or pension fund participant is only fee present cash surrender or loan 
value of his accumulated rights. In fee case of life insurance policies with a 
substantial element of saving such as endowment or annuity policies this may be 
a substantial fraction of the relevant reserve. But where the insurance element 
predominates, as in term policies, there may be no cash surrender value at all. 
For employer-provided pension funds, the cash surrender value is usually negli¬ 
gible until retirement age is reached. The remainder of the reserves, apart from 
cash surrender value, would be retained as assets of the companies involved. 
This treatment would, apart from fee question of cash surrender value, be com¬ 
patible with the IFS procedure. 

Such a treatment of pension fund and life insurance reserves on the balance 
sheets of households and financial institutions would, of course, require consis¬ 
tent treatment in their capital finance accounts. It would also have repercussions 
on their income and outlay accounts, where it would be necessary to alter fee 
treatment of actual benefit receipts to show all benefits (both life insurance and 
pension) over and above fee cash surrender values as current incomes of house¬ 
holds at the time they are actually received. 

This treatment of life insurance and pension funds would also produce aggre¬ 
gates that would be compatible with fee recommendations of fee Guidelines on 
Statistics of the Distribution of Income, Consumption and Accumulation (United 
Nations, series M, no. 61 [1977]). These Guidelines, like those on balance 
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sheets, were developed substantially later than the 1968 Blue Book, and as in the 
case of the Balance Sheet Guidelines, it was found that difficulties arose from 
the uncompleted state of die Blue Book system. It was apparent that the Blue 
Book treatment of pensions and life insurance would produce unacceptable dis¬ 
tribution figures, since pensioners and annuity recipients would be shown with 
zero income. In this case, however, unlike that of the Balance Sheet Guidelines, 
it was decided that die needs of distribution statistics could not be met using die 
Blue Book concepts, and new aggregates were developed. The resulting income 
distribution statistics are therefore compatible with the present aggregate SNA 
system in only a limited sense: the totals to which the distributions sum can be 
reconciled, through a series of adjustments, to the SNA aggregates, but these 
distribution totals appear nowhere in the overall SNA system. 

The treatment of insurance and pension funds has been discussed in some 
detail in another paper, 3 and a repetition of that discussion is beyond die scope of 
this one. The topic is, however, one that needs consideration in the next version 
of SNA. 

2. The Social Security Subsector 

The original intent of the framers of SNA in setting up a separate social security 
funds subsector was to accommodate cases, such as then existed in Sweden, 
where the administration of the social security system was quite separate from 
any level of government proper and clearly constituted an independent center of 
financial decision-making. In such cases, it was considered likely that the central 
government would not control the level of either contributions or benefits, and 
that it would not manage the investment of the fund. As time has passed, how¬ 
ever, country interpretation of this provision has not followed this principle. A 
social security funds subsector is often identified even when the social security 
system is an organ of the central government and completely under its control; 
sometimes such a subsector is identified even when any fund that exists is 
inadequate to meet required benefit payments and is regularly supplemented 
from die ordinary budget. The argument advanced in favor of this treatment is 
that social security is a large and growing part of the government’s total obliga¬ 
tions, and it is often considered by both the government and the participants in 
the system to be separate from other government functions. The growing interest 
in such concepts as “social security wealth”—or legal entitlements to future 
social security benefits—as well as in the potential solvency or insolvency of the 
fund attest to the importance of providing complete data in this area. But it does 
not follow from this that provision of a separate subsector is the best way of 
doing that 

The IMF position on this question is somewhat ambiguous, since there ap¬ 
pears to be a difference between the stance taken in IFS that social security 
systems operating at the national level should be included in central government 
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even if they are separately organized and the recommendations of the revised 
version of GFS that a separate social security subsector be shown. One possible 
solution, which may be what the revised GFS intends, would be to show the 
social security system as a further breakdown within the central government. 

3. Quasi-Corporate and Unincorporated Enterprises 

In its production accounts and its capital stock tables, SNA groups all kinds 
of enterprises together—government, public, private; corporate and noncor¬ 
porate; profit-making and nonprofit; and large and small—dividing them up 
only by kind of activity (industry). IFS apparently extends this unitary enter¬ 
prise sector to the financial accounts and balance sheets. In SNA’s institu¬ 
tional sectoring, however, distinctions are made among types of enterprises. 
Nonprofit enterprises have a sector of their own. Corporate enterprises are 
distinguished, and noncorporate enterprises are divided into quasi-corporate 
and unincorporated. All financial enterprises—down to and including money 
lenders—are classed as quasi-corporate and grouped with corporations. For 
nonfinancial enterprises, the basic rule is that quasi-corporate enterprises 
should have complete financial accounts and balance sheets, separate from 
those of their owners. In practice SNA recommends that only large enter¬ 
prises be considered for inclusion in this class. SNA does not define what 
should be considered to be “large.” However, the European Community, in 
its European System of Accounts (ESA), has adopted specific size criteria: 
more than 100 employees in manufacturing, more than 50 in services, and 
more than 20 in agriculture. Nonfinancial unincorporated enterprises that do 
not qualify as quasi-corporate are grouped with households in a combined 
household and unincorporated enterprise sector. 

Country experience does not appear to offer very much support for the SNA 
position, and even less for the ESA rules. Few have identified a nonprofit sector. 
Some countries have identified a few public nonfinancial quasi-corporations, but 
very few have made use of the concept of private nonfinancial quasi-corporation. 
As a consequence, die general practice is to leave all private unincorporated 
enterprises, both financial and nonfinancial and of whatever size, in the house¬ 
hold sector. 

This does not matter much as long as interest is confined to die production 
and income and outlay accounts. By definition, any production of the household 
sector apart from the activities of domestic servants is taking place in an unincor¬ 
porated enterprise, so that in effect the production account of the household and 
unincorporated enterprise sector is die production account of unincorporated 
enterprises alone. Conversely, the income and outlay account of the combined 
sector is really the income and outlay account of households only, since die 
income and outlay account of unincorporated enterprises can only contain one 
pass-through entry (operating surplus) on each side. Much the same is true of the 
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capital accumulation account; all of the entries except for net saving can only 
pertain to unincorporated enterprises, not to households, and given the treatment 
of entrepreneurial income, net saving can only pertain to households, not to 
unincorporated enterprises. 

It is only in the capital finance account and balance sheet that any min gling of 
the unincorporated enterprise and household accounts is conceptually possible. 
Even here, however, most types of assets and liabilities are clearly separable. In 
the first place, households, in SNA, cannot own tangible assets; such assets 
(including owner-occupied dwellings) must all be die property of unincorporated 
enterprises. Financial assets and liabilities are usually allocable by type. Only 
unincorporated enterprises, for example, can extend or receive trade credit; only 
households can have equity in life insurance and pension fund reserves or quasi¬ 
corporate enterprises. Consumer loans are made to households; loans secured by 
productive assets to enterprises. Few unincorporated enterprises will hold corpo¬ 
rate equity securities. Even cash and deposits are normally held either in the 
name of the business or die name of the household. (Where nothing is held in die 
name of the business, that is in fact a true reflection of the actual situation, and it 
is not misleading to show it that way.) 

This point of view is further reinforced when actual sources of data are 
considered. Data for the capital finance account and balance sheet are most 
often obtained primarily from the financial institutions involved, rather than 
from the business or householder involved. Financial institutions know 
whether they are dealing with businesses or individuals; they know whether 
loans are for consumption or production purposes, and whether bank ac¬ 
counts belong to businesses or individuals. What they do not know, and 
cannot possibly provide information on, is the size of the business; discus¬ 
sions with banking personnel suggest that size criteria such as those of ESA 
are impossible to apply. 

This suggests that some alteration in the SNA recommendation would be 
desirable. There are several possibilities. Perhaps the most useful would be to 
set up a combined enterprise sector, divided by legal form of organization 
into corporate, noncorporate, and nonprofit subsectors. Further subdivisions 
would also be useful: financial/nonfinancial and public/private, as at present, 
but also where possible into broad kind of activity groups: farm, mining and 
manufacturing, trade, and service. An alternative would be to subdivide the 
present household and unincorporated enterprise sector into its two compo¬ 
nent parts. (This would, however, still leave the question of what to do about 
quasi-corporations. Leaving them as an unused appendage of corporations 
has little but inertia in its favor. It would also leave the problem of nonprof¬ 
its, which is especially important in terms of balance sheets. Common prac¬ 
tice now combines nonprofits with households, and this leads to the 
anomalous result that the only tangible assets allocated to the household 
sector are hospitals, schools and the like.) 




FINANCIAL ISSUES FOR THE SNA 309 


4. Owner-Occupied Dwellings 

SNA includes as production several types of household nonmarket activity, in¬ 
cluding subsistence farming, small manufactures, and own-account capital for¬ 
mation. None of these creates any problems with respect to sectoring; they are all 
activities of unincorporated enterprises owned by die households engaging in 
diem, and whatever is done with the unincorporated enterprises should also be 
done with these activities. 

There is, however, one type of household nonmarket activity that is of a 
different nature, and that is the occupation of dwellings by their owners. In most 
developed countries, this is by far the largest of the imputed household activities. 
SNA treats it in a way that is different from all other consumption activities. The 
owner-occupier, in his capacity as owner, is considered to be renting the dwell¬ 
ing to himself in his capacity as occupier, and a notional unincorporated enter¬ 
prise is set up to accommodate the provision of this service. The unincorporated 
enterprise is classified in the real estate industry. The household is considered to 
pay an imputed space rent to the unincorporated enterprise, which in turn owns 
the house, carries the mortgage, and pays the taxes and the costs of household 
operation. The unincorporated enterprise then returns any net profit to the house¬ 
hold, as imputed rental income. The imputed space rent is in principle set equal 
to the rental of comparable properties that are rented. In practice, however, it is 
often the case that no comparable rented property can be found. This is espe¬ 
cially likely to be true in rural and suburban areas. In that case, cost is substi¬ 
tuted. The costs taken into account include operating costs, maintenance and 
repair, insurance service charges, property taxes, imputed depreciation, and an 
imputed net return. 

This treatment of owner-occupied dwellings in the production and income 
and outlay accounts, of course, requires consistent treatment in the financial 
accounts and balance sheets. Owner-occupied dwellings are considered to be the 
property of unincorporated enterprises in the real estate industry, not of house¬ 
holds. Since household durable goods are not considered in SNA to be capital 
assets, it follows that the household balance sheet (if nonprofit institutions are 
excluded) can contain no tangible assets at all. This result is an anomalous one 
when the balance sheet of the sector as a whole is considered, and it becomes 
entirely unacceptable for the analysis of the distribution of wealth among house¬ 
holds. As studies of the distribution of wealth universally show, residential hous¬ 
ing is a major share of the total assets of all households except those at die very 
top and very bottom of the income or wealth distribution. Most home owners 
consider that what they own is a house or apartment, not net equity in a real 
estate enterprise. They are very conscious, furthermore, of their outstanding 
mortgage liability as well as their net equity. While they are often aware that home 
owning may be cheaper than renting, they do not consider the difference to be an 
imputed addition to their income, but rather a reduction in their expenditures. 
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A mote realistic treatment would retain owner-occupied dwellings as assets of 
the household sector, and count the actual costs of owning and operating the 
house (such as mortgage interest, maintenance, and taxes) as a part of current 
consumer outlays. This would not preclude gathering all residential housing 
together in the real estate industry; household-owned dwellings could be in¬ 
cluded just as government-owned ones now are. Nor would it preclude die esti¬ 
mation of a net imputed return on owner-occupied dwellings if that were 
considered desirable; but it would make the method of imputation explicit. 

C. Summary and Conclusions 

The issues relating to the financial accounts that need consideration in die review 
of SNA arise out of the growing uses of these accounts, their sometimes ambigu¬ 
ous role in the SNA structure, and their relation to other international statistical 
systems. As was noted at the beginning of this paper, the 1968 SNA provided a 
place in the framework for the financial accounts and balance sheets, but did not 
develop them in any detail. In the 19 years since the Blue Book was published, 
the situation has changed significantiy. In the first place, policy and analytic 
interest in questions of financial intermediation and its impact on die operation 
of the economy has greatly increased, as inflation, high interest rates, and debt 
management have become worldwide problems. In the second place, much work 
has been done, both on the conceptual development of this part of the system and 
on the compilation of statistics in many countries. And at the same time, finan¬ 
cial statistics outside the SNA system, and the international standards relating to 
them, have grown rapidly in availability and elaboration. The need for reconcili¬ 
ation is increasingly recognized as of first importance. For all of these reasons, 
some of the early decisions made when financial considerations were not the 
focus of attention need reconsideration; some of the makeshift solutions that 
have grown up over time are no longer adequate; and some issues that have not 
been dealt with at all need to be addressed. 

The points that have been brought up in this paper fall into two general 
categories: those dealing with the definition, valuation, and arrangement into 
accounts of financial transaction flows and the stock items related to them, 
and those dealing with the identification and classification into sectors of the 
transactors of the system. The first group, in this paper, has been called 
accounting structure, and the second, sectoring. 

With respect to accounting structure, there is, first, a group of questions 
affecting the content of the balance sheet and capital finance account, and the 
arrangement, classification, and valuation of the items they contain. Most 
important of these, perhaps, is the separation of financial assets and liabilities 
into two categories: fixed assets and liabilities on the one hand, and equities 
and net worth on the other. Questions of content include the treatment of land 
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and other natural resources, residential housing, and consumer dura¬ 
bles; and of pension and life insurance reserves. Questions of classification 
include the disposition of intangibles and the introduction of institutional 
sector detail. Questions of valuation arise in connection with the reconcilia¬ 
tion of the SNA accounts with IMF and country practices relating to financial 
liabilities and equities and the treatment of insurance and pension fund reserves. 

A second group of questions relates to the reconciliation account and its 
relation to die capital accumulation account. The most important question 
here is the separation of capital gains and losses arising from price changes, 
which properly are accommodated in the revaluation account, from those 
involving quantity changes, which are forms of capital accumulation or 
decumulation. Entries involving quantity changes that appear in the reconcili¬ 
ation account because no place was provided for them in the Blue Book can 
easily be accommodated in the capital accumulation account. Some of them, 
such as new finds and depletion of subsoil assets, raise important problems of 
valuation, however. Provision also needs to be made for some items that are 
now completely omitted, including a more rational treatment of depreciation, 
depletion, and amortization. 

Finally, on accounting structure, consideration needs to be given to the 
impact of changes made in the financial accounts on the current flow ac¬ 
counts. In particular, the treatment of capital consumption, insurance, and 
expenditures on housing and consumer durables may need attention. 

With respect to sectoring, a first group of questions relates to the reconcili¬ 
ation of various international standards. There are differences between SNA 
and the various IMF standards in the boundaries drawn between government 
and financial institutions, and among households, financial institutions, and 
nonfmancial enterprises. There are also differences in the way subsectors are 
delineated which affect all of the major sectors of SNA. A second group of 
questions (which overlaps the first) arises out of changing needs and chang¬ 
ing institutional forms, including the blurring of the concept of money, the 
growing importance of pension fund reserves and their domination of finan¬ 
cial markets, and the increasing focus on households’ distribution of income, 
saving behavior, and holdings of tangibles and financial assets and liabilities. 

The SNA framework provides an admirable way to integrate financial 
information with data on production, income, and capital formation. Because 
of the sequential implementation of the various parts of the system, however, 
the financial accounts in SNA now have a certain jerry-built character. And 
because of changing institutional forms and policy problems over the course 
of the past 19 years, insufficient emphasis is given to problems that are now 
important and present-day institutional forms are not adequately portrayed. It 
is to be hoped that the opportunity to rationalize the financial accounts af¬ 
forded by the ongoing review of SNA will not be allowed to pass by. 
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Notes 

1. A System of National Accounts, series F, no. 2, rev. 3 (New York: United Nations, 
1968). Specific definitions and classifications and standard accounts were later provided 
in Provisional International Guidelines on the National and Sectoral Balance-Sheet and 
Reconciliation Accounts of the System of National Accounts, series M, no. 60, published 
by die United Nations in 1977, and in Guidelines on Statistics of Tangible Assets, series 
M, no. 68, published in 1979. 

2. This discussion draws on UNSO’s Draft Manual on Financial Statistics (prepared 
with the assistance of Jacques Mayer), as well as die International Monetary Fund's 
International Financial Statistics (IFS), Balance of Payments Manual (BOP), and Gov¬ 
ernment Finance Statistics Manual (GFS). 

3. OECD, The Treatment of Pension and Insurance Transactions in the United Na¬ 
tions System of National Accounts, report prepared by Nancy D. Ruggles and Richard 
Ruggles, Meeting of National Accounts Experts (May 25-27, 1983). A substantially 
similar paper was published in The Review of Income and Wealth, 29, no. 4 (December 
1983). 
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Finance and the Evolution of the SNA 

As background to a consideration of die relationship between the flow-of-funds 
accounts (FOF) and the SNA, it will be useful to review briefly the evolution of 
the SNA itself over the past 35 years: the so-called standard accounts as they 
first appeared in the 1953 version of the SNA, 1 then as they appeared in the 1968 
version, 2 and finally as they might appear in the revision under consideration 
(SNA 1993). Several key features of each phase of the evolution will be dis¬ 
cussed in turn. 

The 1953 SNA 

The standard accounts as initially laid out in the 1953 SNA focus on the circular 
flow of product and income. Accounts 1 and 2—the domestic product and na¬ 
tional income accounts—present on the right side the sale of the final product 
and on the left side the income and other payments generated in producing the 
product. 3 Accounts 3 through 6—domestic capital formation, households and 
private nonprofit institutions, general government, and external transactions 
(rest-of-world account)—are the accounts that receive the income and, taking 
account of the various transfer and financing operations, use it in purchasing the 
product. This portrayal of the income circuit in die accounts thus separates the 


Excerpted, with permission, from John C. Dawson, “The Flow-of-Funds Accounts, the 
United Nations System of National Accounts, and the Developing Countries,” in Vincente 
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activity of production from all other activities engaged in by die institutional 
sectors of die economy—the activities that later came to be associated with 
income and outlay or capital finance. The foundation of the 1953 SNA system is 
a cross-classification of the economy: once by activity and once by institution. 
This first key feature is an obvious and familiar one. 

The second key feature is that these standard accounts consist of a set of 
balancing and interlocking accounts. One source of the analytical power of the 
system is that each account balances conceptually, that each is a selection of 
receipt items providing the finance for its corresponding group of disbursement 
items; each is a balancing statement of sources and uses of funds. Another source 
of the system’s analytical power is its interlocking character. That is, each dis¬ 
bursement (use of funds) item in one account can be matched to an equal receipt 
(source of funds) item in a different account. The system is technically a quadru¬ 
ple entry system: a change in any one item implies a change in at least three 
other items. These are characteristics that greatly facilitate the tracing of inter¬ 
sectoral economic impacts. 

In connection with this interlocking feature, it is necessary to consider ac¬ 
count 6, external transactions (rest-of-world account). The treatment of this ac¬ 
count in the 1953 SNA—and in the 1968 SNA as well—is somewhat ambiguous 
with respect to the point of view represented by the account. 

On the one hand, the title and wording of the account imply that it is an 
assembly of the domestic sector records of international transactions—as in a 
balance of payments account. Thus we have an external transactions account, an 
account derivable by consolidating all the domestic sector accounts—accounts 1 
through 5. Such an account records transactions from the viewpoint of the do¬ 
mestic sectors. In this view the account reflects one kind of domestic sector 
activity, and the rest of the world is not an institutional sector in a system of 
national accounts. 

On the other hand, if the accounts are to be considered as a complete system 
of interlocking accounts, account 6 must be viewed as recording the transactions 
of the rest of the world (e.g., a domestic sector receipt in accounts 1 through 5 
must be matched by a rest-of-world disbursement in account 6). In the 1953 
SNA, this view is implied both by the interlocking coding of account items and 
by the consistency with which the accounts elsewhere record sources of funds on 
the right and uses of funds on the left In this view the right side of account 6 
should be labeled (rest-of-world) receipts rather than (domestic sector) disburse¬ 
ments. It would seem desirable to remove this ambiguity in SNA 1993. And if 
the interlocking feature of the system is as important as we assert, it would seem 
that the external transactions account should become unambiguously a rest-of- 
world account, and the rest of the world should become an institutional sector in 
a closed social accounting system. 

A third key feature of the 1953 SNA is the analytical significance of the 
system. This feature was unquestionably a central motivation for the statistical 
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development of die accounts. First, Western economic analysis had universally 
accepted die circular flow of product and income as a central organizing concept 
Further, GDP (or some variant of it) was becoming widely accepted as an im¬ 
portant measure of overall economic performance. In addition, die Keynesian 
hypothesis that GDP is determined by aggregate demand r emains even today the 
key practical hypothesis in macroeconomic analysis. In the 1953 SNA aggregate 
demand is prominently set out in account 1. These accounts, particularly the 
sector accounts, also contain a judicious selection of other important variables— 
for example, household income and saving, the general government current defi¬ 
cit (saving), and the economy’s external surplus on current account. Moreover, 
as was noted above, all the variables are related through the balancing and 
interlocking feature. Finally, although the 1953 SNA accounts are somewhat 
cluttered with items of minor importance for many countries, the scheme is 
simple enough to be analytically manageable. The list of such characteristics 
could be extended, but suffice it to say that the scheme was nicely designed and 
timed to catch on as a tool for economic analysis. 

Finally, since the ultimate purpose here is to relate the SNA to finance, it is 
necessary to consider the portrayal of finance in these standard accounts. At first 
sight, account 3 appears to be a capital formation account for the whole econ¬ 
omy, showing domestic capital formation together with its methods of finance. 
But these methods of finance (items 3.7 and 3.8), despite their labels as “fi¬ 
nance,” are imputed items measured as types of real capital formation. If one 
consolidates the three capital reconciliation accounts (for households and the 
like, general government, and the rest of the world) with account 3, however, one 
obtains an account for capital formation together with the elements of sector 
saving that ultimately finance it (items 4.6, 5.5, and 6.6; see the 1953 SNA, 
standard table V). Because this consolidated “saving and investment” account 
was in practice substituted for account 3 and the reconciliation accounts were 
never developed, the best sense of the 1953 SNA from the viewpoint of finance 
is to see the system as presenting the sector surpluses that ultimately finance real 
investment but as not presenting any information about the flows in financial 
assets and liabilities by which the saving moves through the financial system into 
investment. These flows in financial claims have in effect been consolidated out. 

The 1968SNA 

Moving forward 15 years to the next stage in the evolution of the accounts, the 
1968 version of the SNA, three different systems of standard accounts are appar¬ 
ent. The first consists of the four consolidated accounts for the nation (accounts 
1, 3, 5, and 6). This system is then deconsolidated in two quite separate ways. 
One method deconsolidates the GDP and expenditure account (account 1) in the 
direction of detailed production analysis. Because die concern here is finance, 
this path will not be pursued. The other deconsolidates the national income and 
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outlay account (account 3) and the national capital finance account (account 
S) into five domestic sectors each. When these 10 accounts are put together 
with the GDP and external accounts (accounts 1 and 6), one has a 12-account 
version of the 1968 SNA. This is the standard system we shall examine as the 
1968 SNA. 

How have the various key features that were sketched for die 1953 SNA fared 
in this revision? The 1968 SNA focuses even more sharply on the circular flow 
of income and product than did its predecessor. Note that die first two accounts 
in the previous system, the domestic product and national income accounts, have 
here been merged into a single GDP and expenditure account (account 1). Thus 
all of die GDP expenditure flows are on one side of account 1, and all of the 
equal income flows—here called gross domestic income—are on the other side 
of the same account 

With respect to the balancing and interlocking features, the former is clearly 
present But in the sector accounts the parenthetical references that specified the 
interlocking character of the previous system have disappeared. The 1968 SNA 
is nevertheless interlocking, but in a somewhat different sense. It should be 
understood as a matrix of accounts with balancing cross totals (total sources and 
uses for each transaction type), as well as balancing down totals (total sources 
and uses for each account). For example, the sum of the final consumption 
expenditure items as disbursements equals, conceptually, final consumption ex¬ 
penditure as receipts; similarly, total property income receipts should equal prop¬ 
erty income disbursements. The analytical power of the quadruple entry system 
is in this way preserved. 

From the viewpoint of financial analysis, this 12-account system takes two 
crucial steps forward. Although the consolidated capital finance account (ac¬ 
count 5) remained similar to the earlier capital formation or saving-investment 
account in that it presented only the ultimate origins of the finance of invest¬ 
ment, the deconsolidated sector capital finance accounts each present, as well, 
the immediate financial sources and uses. That is, these accounts show details 
of the net incurrence of liabilities and the net acquisition of financial assets as 
well as the sectors’ saving (income and outlay surplus) and capital formation. 
Figure 22.1 shows this detail on the capital finance account for corporate nonfi- 
nancial enterprises. In the 1968 SNA these financial flows are for the first time 
defined (other than residually) and classified. Such data make possible a very 
useful and straightforward analysis of how a sector finances itself and how it 
contributes to the finance of other sectors. 

The second crucial step forward occurs by virtue of the separate sectoring of 
financial institutions in the 1968 SNA domestic sector breakdown. As pointed 
out in the 1953 SNA, 4 the separate sectoring of financial institutions is necessary 
for a meaningful analysis of the financial flows. This is because of die intermedi¬ 
ary role played by financial institutions in providing finance to governments and 
to the enterprise and household sectors. This role is characteristic of developing 
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Figure 22.1 Nonflnanclal Enterprises, Corporate and Quest-Corporate; 
Account 5, Capital Finance Account 
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as weU as developed economies; almost all countries have important central 
bank and commercial banking institutions. 

It is die matter of analytical significance that raises questions about the 12-ac¬ 
count system of the 1968 SNA; it appears to be far more complex than die 6-account 
system of die 1953 SNA. How much more analytically effective is the newer sys¬ 
tem? Is die added detail worth the effort to collect it? At least some sector detail is 
necessary to facilitate intersectoral impact analysis, and separate sectoring of finan¬ 
cial institutions is essential for effective financial analysis. Thus a meaningful system 
should accommodate, it would seem, no fewer than four domestic sectors. 5 

But proliferation of sectors is not in fact the main source of added complexity, 
which stems primarily from added transaction-type detail in the income and 
outlay accounts and the capital finance accounts. 6 These classification schemes 
could be substantially condensed with little analytical loss for the purposes of 
standard national accounts. Furthermore, with respect to the detail on financial 
transactions presented in the sector capital finance accounts, effective financial 
analysis requires not only less detail but detail of a different sort, which will be 
proposed below in the discussion of SNA 1993. Suffice it to say here that a 
standard system containing well-designed sector capital finance accounts would 
be capable of producing financial system analysis far beyond the capability of 
the 1953 SNA. 











318 CONCEPTUAL DESIGN 


Types of National Accounts Data Currently Submitted 

Thus far the U.N. schemes of what was desirable in social accounting data have 
been discussed. There is also a need to observe what has been happening in 
practice over the past 35 years. One way of doing this is to look at what types of 
data the countries of die world are able to submit for the United Nations’ com¬ 
pendium of national accounts. 7 Table 22.1 summarizes a recent survey of this 
kind. 

One can see in Table 22.1 strong evidence that die 1953 SNA scheme has 
taken hold in practice. Almost all of die 146 reporting countries are producing a 
GDP account (GDP, 1.1, and income, 1.3), although it is true that for many 
countries these data are not yet current. Most also provide die GDP by industry 
(1.10) and in constant prices (1.2 and 1.11). More than half are able in time to 
add current accounts for general government (1.4) and the rest of the world (1.7), 
as well as a capital formation (saving-investment) account (1.8). These four 
accounts are four of the five needed for the closed 1953 SNA system referred to 
above, in which the capital reconciliation accounts are merged with the domestic 
capital formation account to form a saving-investment account. About a quarter 
of the reporting countries are able to add a household income and outlay account 
(not shown in table) and form the complete system. 

Table 22.1 reports 1983 data, but its source compendium was published in 
1986—mote than 15 years after the publication of the 1968 SNA. Do we find 
evidence of its impact? The reporting scheme does not include the 1968 SNA’s 
account 3 (national disposable income and its appropriation—the consolidated 
income and outlay account) or account 5 (capital finance—the consolidated capi¬ 
tal finance account). So apparently the four “consolidated accounts for the na¬ 
tion” as a standard scheme did not take hold. As regards the deconsolidated 
12-sector scheme, only a handful of countries—perhaps 10 percent, largely in 
Europe—are able to report sector income and outlay accounts at die level of 
detail of the 1968 SNA, and a still smaller handful—perhaps 5 percent—are able 
to report detailed sector capital finance accounts. Thus one must conclude that 
the 1968 SNA is not widely used as a system of standard accounts. 

Implications for SNA 1993 

In formulating SNA 1993, it is important to consider why die 1968 SNA has had 
so little impact. The data suggest an important clue: whereas 58 percent of the 
countries reporting could submit a summary account of general government 
current receipts and expenditures, only 11 percent could submit one at the level 
of detail required by the standard system; for the external account, die corre¬ 
sponding figures are 73 percent and 11 percent, respectively. One might infer 
that the 1968 SNA is too complicated and detailed for most countries to produce 
at present. Moreover, it is this author’s view that the 1968 SNA contains too 
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Table 22.1 

Major Types of National Accounts Data Reported in U.N. Compilation for 
1983 


Percentage of Countries 
_ Reporting _ 



Item 

Current 

data 

Current or 
back data 

1.1 

Expenditures on the gross domestic 
product (current prices) 

53 

98 

1.2 

Expenditures on the gross domestic 
product (constant prices) 

48 

73 

1.3 

Cost components of the gross domestic 
product 

46 

84 

1.4 

General government current receipts and 
expenditures, summary 

24 

58 

1.7 

External transactions on current account, 
summary 

38 

73 

1.8 

Capital transactions of the nation, 
summary (saving and capita) formation) 

37 

62 

1.10 

Gross domestic product by kind of activity 
(current prices) 

49 

94 

1.11 

Gross domestic product by kind of activity 
(constant prices) 

49 

76 

1.12 

Relations among national accounting 
aggregates 

50 

82 


Source: United Nations, National Accounts Statistics: Main Aggregates and Detailed 
Tables, 1983 (New York, 1986). 

Note: All tables for which more than half of the countries (146 countries reporting in 
accordance with the SNA) reported either current or back data are included here. 


much insignificant detail for straightforward policy analysis. These suggestions 
underscore the objective in the current revision process of presenting a simpler 
standard set of accounts. 

Flow-of-Funds Representation in the SNA 

What, then, should inform a vision of die about-to-be-created SNA 1993 stan¬ 
dard accounts? If the main lesson of the 1968 SNA is to be heeded, the new 
accounts should not be far ahead of the current statistical accomplishment of 
most countries. To be serviceable, the new accounts should be next steps in 
feasible statistical development In addition, the analysis has stressed the need to 
maintain sector accounts in die standard central system. In addition, sector capi¬ 
tal finance accounts and the separate sectoring of financial institutions are 
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needed for effective financial analysis. Are these objectives compatible? It ap¬ 
pears so. 

In sketching a suggested new system, let us begin where a good many coun¬ 
tries are now: they have a gross product and income account; income and outlay 
accounts for the rest of the world, general government, and households (includ¬ 
ing within it nonprofit institutions); and a consolidated capital formation (saving- 
investment) account. Let us move along the lines of the 12-account scheme of 
the 1968 SNA but keep in mind the need for simplification. 

First, envision a vertical extension of the rest-of-world account to derive its 
capital finance account and a similar extension for general government. The 
development of full balance of payments and government finance data for most 
countries during the past few decades should make this a relatively easy step. 
(However, the balance of payments data must be in local currency.) 

Three capital finance accounts remain: for nonfinancial enterprises, for 
financial institutions, and for households and the like (including nonprofit 
institutions). Imagine them lumped together into a single residual capital 
finance account. For analytical purposes it is essential to estimate and break 
out an account for at least a large share of financial institutions. For many 
countries this can be done through an account for the monetary and banking 
system alone, and these basic data are available for almost all countries. As 
noted below, it is analytically less essential to break nonfinancial enterprises 
away from households and the like, but such a step would in any event have 
to await the compilation of balance sheet data for a substantial group of 
enterprises. If the SNA 1993 wishes to emphasize feasibility, a first-stage 
version of it might contain, first, a capital finance account for the monetary 
and banking system and, second, a catch-all capital finance account for other 
domestic sectors. 

Consider also the types of financial transactions to be used. As suggested 
earlier, much of die difficulty in producing sector capital finance accounts may 
stem from the complexity of the classification scheme for financial claims. For 
SNA 1993, a greatly condensed scheme consisting of four broad financial cate¬ 
gories is suggested: (a) foreign assets; (b) currency and deposits; (c) bills, bonds, 
and loans; and (d) other claims. 

The existing 13 claim categories can, of course, be allocated to these head¬ 
ings. 8 The purpose here is only in part simplification. In many applications 
foreign assets (category a), properly defined, will consist largely of net foreign 
exchange. In addition, currency and deposits (category b) is closely related to 
money, broadly defined. So these categories are likely to be of analytical use. 

To understand why category c as a whole might not be very useful, consider 
such an item in the various 1968 SNA capital finance accounts. Each of the 
sectors might accumulate and each of them might issue these instruments. In 
these circumstances it would generally not be possible to identify who is acquir¬ 
ing from whom (i.e., who is financing whom). And narrowing the category to 
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long-term bonds would probably not improve matters. But consider the category 
of central government bond issues. Here only one sector issues the instrument. In 
the absence of secondary market transactions, die acquiring sector is financing 
the government. Even with secondary market transactions, there is a much better 
chance with government bond issues of being able to identify who is financing 
whom—and that is the central objective in financial flow tracing. To generalize, 
the most useful financial transaction types will be “sector-oriented transaction 
types,” those designed to have only one or two sectors issuing or only one or two 
sectors acquiring die instrument. Category c needs to be broken down. 

Perhaps die simplest effective breakdown for the bills, bonds, and loans that 
make up category c would be into central government debt, bank loans, and 
other, but most countries should consider at least the following: 

c. bills, bonds, and loans . 

1. central government debt 

2. central government loans 

3. central bank advances 

4. financial institution loans and advances 

5. other debt. 

This or a similar list should be adopted for the SNA 1993 standard accounts to 
suggest the type of detail that countries would find analytically useful. 

In summary, producing the accounts as presented in the 1968 SNA sector 
capital finance accounts requires a high level of financial detail—detail that is 
generally available only in the most statistically advanced countries. Further, the 
transaction types in these accounts are not very effective in financial flow analy¬ 
sis; they provide little sector-to-sector identification of flows. The alternative 
classification presented above is simpler and can be derived directly from data 
available in almost all countries. In addition, this classification is demonstrably 
useful in financial flow analysis. 

In conclusion, the FOF accounts should be represented in SNA 1993 by a 
closed set of condensed capital finance accounts for the rest of the world, general 
government, and monetary and banking sectors, and the other domestic sector. 
To form a standard system, a gross product and income account and three in- 

come-outlay accounts (rest of the world, general government, and households 
and the like, including nonprofit institutions) could be added to these four capital 
finance accounts. 9 These eight accounts could form a closed, interlocking sys¬ 
tem— a system that in its condensed form is achievable for most countries in the 
next decade or so and that could be a standard first stage leading to a later, more 
detailed standard system. 

If financial analysis is to have an improved social accounting data base, 
increased statistical effort must focus on the sector capital finance accounts. To 
help in this effort, these accounts must have a prominent place in formulation of 
the simplest, central, U.N. standard accounts. 
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Most of the 160 or so countries of the world ate developing countries. And 
one of die features of a developing country is a developing statistical system. 
Unfortunately, the 1968 SNA did not take into account the fact that a great many 
countries have only the most limited capacity for producing new and improved 
data. One surmises that this was one key reason why the 1968 SNA has been, as 
concluded above, too complicated and detailed for most countries to produce 
during the past 20 years; the goals were set too far ahead of the possibilities. 

In presenting its full set of standard accounts and supporting tables, the only 
concession the 1968 SNA made to development was a suggested order in which 
the full accounts should be implemented. 10 The developing countries were not 
offered any intermediate targets leading up to the full system. In particular, they 
were not offered simpler versions that, although within their statistical capabili¬ 
ties, would offer the analytical advantages of a social accounting system (i.e., of 
a closed set of interlocking accounts). In fact, a simple but analytically effective 
form of the flow-of-funds system can now be implemented quickly and easily by 
most developing countries (see reading 13). 

A number of elements in our analysis have suggested that the new SNA 
design should take an evolutionary view of the development of national ac¬ 
counts. Much of the 1968 SNA has not been implemented by most countries, 
and, as noted, there are indications that it is too complex to be a feasible next 
step in statistical development for many countries. Moreover, the actual process 
of flow-of-funds estimation necessarily has an evolutionary character. The new 
SNA might wish, therefore, to present both simpler and more complex standard 
systems, in a sequence that would provide developing countries with a useful 
immediate system and, at the same time, with guidance in achieving the full 
SNA system. 


Notes 

1. U.N. Statistical Office, A System of National Accounts and Supporting Tables, 
studies in methods, series F, no. 2 (New York: United Nations, 1933). 

2. U.N. Statistical Office, A System of National Accounts, studies in methods, series F, 
no. 2, rev. 3 (New York: United Nations, 1968). 

3. If accounts 1 and 2 are consolidated, one obtains gross national product on the right 
and an income total on the left that may be referred to as gross national income. 

4. Page 14, paragraph 285: "No further classification of these [net changes in financial 
assets and liabilities] flows is undertaken in the system since, to produce meaningful 
results, this would require a greater number of sectors including, in particular, a separate 
sector for banks and other financial intermediaries.” 

3. Private nonprofit institutions serving households need not be a separate sector in 
the standard accounts. 

6. When social accountants try too hard for conceptual neatness, complexity is some¬ 
times the result 
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7. United Nations, National Accounts Statistics (New York: United Nations, annual). 

8. The allocation is straightforward except for category a. Foreign assets consist of all 
rest of the world liabilities held by domestic sectors as financial assets. In the cases of the 
central bank and the commercial banks, however, it is somewhat customary to assign to 
this category (by netting against their foreign assets) certain of their short-term deposit 
liabilities held by the rest of the world. In this way, the foreign asset holdings of these two 
banking sectors become net foreign exchange—the balances used to effect international 
transactions. 

9. A simplification would be not to have separate income-outlay accounts for nonfi- 
nancial enterprises or financial institutions. The latter account is analytically insignificant, 
and the former greatly overlaps in content the gross product and income account In effect 
these two income-outlay accounts could be merged with the larger account without loss of 
analytical power. 

10. Note that the chapter in the 1968 SNA devoted to developing countries was 
devoted to how the jull system , presumably once that system was achieved, could be 
adapted to the development situation. 
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L INTRODUCTION 
A. The SNA as a System 

1.1. The System of National Accounts (SNA) consists of a coherent, consistent 
and integrated set of macroeconomic accounts, balance sheets and tables based 
on a set of internationally agreed concepts, definitions, classifications and ac¬ 
counting rules. It provides a comprehensive accounting framework within which 
economic data can be compiled and presented in a format that is designed for 
purposes of economic analysis, decision-taking and policy-making. The accounts 
themselves present in a condensed way a great mass of detailed information, 
organized according to economic principles and perceptions, about the working 
of an economy. They provide a comprehensive and detailed record of the com¬ 
plex economic activities taking place within an economy and of the interaction 
between the different economic agents, and groups of agents, that takes place on 
markets or elsewhere. In practice the accounts are compiled for a succession of 
time periods, thus providing a continuing flow of information drat is indispens¬ 
able for the monitoring, analysis and evaluation of the performance of an econ¬ 
omy over time. The SNA provides information not only about economic 
activities, but also about the levels of an economy’s productive assets and the 
wealth of its inhab itants at particular points of time. Finally, the SNA includes an 


Excerpted, with permission, from Inter-Secretariat Working Group on National Ac¬ 
counts, System of National Accounts 1993 (Brussels/Luxembourg, New York, Paris, 
Washington, DC: Commission of die European Communities, International Monetary 
Fund, Organization for Economic Co-operation and Development, United Nations, World 
Bank, 1993), pp. 1-2,60-65,241-44,257-61. 
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external account that displays the links between an economy and die rest of die 
world. 

12. The SNA may be implemented at different levels of aggregation: at the level 
of individual economic agents, or institutional units as they are called in the System; 
for groups of such units, or institutional sectors; or at the level of die total 
economy. Although traditionally described as a system of national accounts, for 
analytical purposes die SNA has to be implemented at lower levels of aggrega¬ 
tion. In order to understand the workings of the economy, it is essential to be 
able to observe and analyze the economic interactions taking place between the 
different sectors of the economy. Certain key aggregate statistics, such as gross 
domestic product (GDP), that are widely used as indicators of economic activity 
at the level of the total economy, are defined within the System, but the calcula¬ 
tion of such aggregates has long ceased to be the primary purpose for compiling 
the accounts. 

1.3. The System is built around a sequence of interconnected flow accounts 
linked to different types of economic activity taking place within a given period 
of time, together with balance sheets that record the values of die stocks of assets 
and liabilities held by institutional units or sectors at the beginning and end of 
the period. Each flow account relates to a particular kind of activity such as 
production, or die generation, distribution, redistribution or use of income. Each 
account is balanced by introducing a balancing item defined residually as the 
difference between the total resources and uses recorded on the two sides of the 
account. The balancing item from one account is carried forward as the first item 
in die following account, thereby making the sequence of accounts an articulated 
whole. The balancing items typically encapsulate the net result of die activities 
covered by the accounts in question and are therefore economic constructs of 
considerable interest and analytical significance—for example, value added, dis¬ 
posable income and saving. There is also a strong link between die flow accounts 
and the balance sheets, as all the changes occurring over time that affect the 
assets or liabilities held by institutional units or sectors are systematically re¬ 
corded in one or another of the flow accounts. The closing balance sheet is fully 
determined by the opening balance sheet and the transactions or other flows 
recorded in the sequence of accounts. 

B. Accounts and Their Corresponding Economic Activities 

1.4. The purpose of this section is to give a very brief summary of the main 
sequence of accounts in order to describe the main features of die System before 
discussing other related issues. It is impossible to do justice to the wealth of 
information contained in the System in a short section of this kind, and reference 
should be made to chapter n for a comprehensive overview of die System. 
Before summarizing the sequence of accounts, it should be noted that although it 
is necessary to present the accounts in a particular order, the activities they 
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describe should not be interpreted as taking place sequentially in time. For exam¬ 
ple, incomes are generated continuously by processes of production, while ex¬ 
penditures on the outputs produced may also be taking place more or less 
simultane ously. An economy is a general equilibrium system in which inter¬ 
dependent economic activities involving countless transactions between different 
institutional units are carried out simultaneously. Feedbacks are continually tak¬ 
ing place from one type of economic activity to another. 

1. The Sequence of Accounts' 

Current Accounts 

1.3. These accounts record the production of goods and services, the generation 
of incomes by production, die subsequent distribution and redistribution of in¬ 
comes among institutional units, and the use of incomes for purposes of con¬ 
sumption or saving. 

Production Account. 1.6. The production account records the activity of produc¬ 
ing goods and services as defined within die System. Its balancing item, gross 
value added, is defined as the value of output less the value of intermediate 
consumption and is a measure of the contribution to GDP made by an individual 
producer, industry or sector. Gross value added is the source from which the 
primary incomes of the System are generated and is therefore carried forward 
into the primary distribution of income account Value added may also be mea¬ 
sured net by deducting consumption of fixed capital. 

Distribution and Use of Income Accounts. 1.7. These consist of a set of articu¬ 
lated accounts showing how incomes are: 

• generated by production 

• distributed to institutional units with claims on the value added created by 
production 

• redistributed among institutional units, mainly by government units 
through social security contributions and benefits and taxes 

• eventually used by households, government units or nonprofit institutions 
serving households (NPISHs) for purposes of final consumption or saving. 

1.8. The balancing item emerging from the complete set of income accounts 
is saving. The income accounts have considerable intrinsic economic interest in 
themselves. In particular, they are needed to explain the behaviour of institu¬ 
tional units as final consumers—that is, as users of the goods and services 
emanating from production for the satisfaction of the individual and collective 
needs and wants of households and the community. The balancing item, saving. 
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is carried forward into the capital account, the first in die System’s sequence of 
accumulation accounts. 

Accumulation Accounts 

1.9. These are flow accounts that record the acquisition and disposal of financial 
and non-fmancial assets and liabilities by institutional units through transactions 
or as a result of other events: 

• The capital account records acquisitions and disposals of non-financial 
assets as a result of transactions with other units or internal bookkeeping 
transactions linked to production (changes in inventories and consumption 
of fixed capital). 

• The financial account records acquisitions and disposals of financial assets 
and liabilities, also through transactions. 

• A third account, the other changes in assets account, consists of two sub¬ 
accounts. The first, the other changes in volume of assets account, records 
changes in die amounts of the assets and liabilities held by institutional 
units or sectors as a result of factors other than transactions; for example, 
destruction of fixed assets by natural disasters. The second, the revaluation 
account, records those changes in the values of assets and liabilities that 
result from changes in their prices. 

1.10. The link between the accumulation accounts and the income accounts is 
provided by die fact that saving—that is, disposable income that is not spent on 
consumption goods or services—must be used to acquire financial or non-fman¬ 
cial assets of one kind or another, if only cash, the most liquid financial asset. 
When saving is negative, the excess of consumption over disposable income 
must be financed by disposing of assets or incurring liabilities. The financ ial 
account shows the way in which funds are channeled from one group of units to 
another, especially through financial intermediaries. Access to finance is a pre¬ 
requisite for engaging in many types of economic activities. 

Balance Sheets 

1.11. The balance sheets show the values of the stocks of assets and liabilities 
held by institutional units or sectors at the beginning and end of an accounting 
period. As already noted, die values of the assets and liabilities held at any 
moment in time vary automatically whenever any transactions, price changes or 
other changes affecting the volume of assets or liabilities held take place. These 
are all recorded in one or another of the accumulation accounts so that the 
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Table 23.1 


Integrated Economic Accounts* 
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I. Production/ 

499 
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P.7 

external account 

540 


540 







P.6 

of goods and 

3604 

3604 








P.l 

sente 

1883 



1883 

9 

694 

252 

29 

m 

P.2 


133 

133 








D31-D31 


18S4 



1854 

31 

575 

188 

73 

854 

B.lg/B.l*g 


222 



222 

3 

42 

30 

10 

137 

K.1 


1632 



1632 

28 

533 

158 

63 

717 

B.ln/B.l*n 




-41 







B.ll 

II.1.1. Generation of 

768 


6 

762 

23 

39 

140 

15 

545 

D.l 

income account 

191 


0 

191 

0 

2 

2 

3 

51 

D3-D3 


133 


0 

133 






D31-D31 


58 


0 

58 

0 

2 

2 

3 

51 

D29-D39 


459 



459 

8 

92 

46 

55 

258 

B2g 


442 



442 


442 




B3i 


247 



247 

5 

60 

16 

45 

121 

B2n 


432 



432 


432 




B3a 

11.13. Allocation of 

454 


63 

391 

6 

41 

42 

167 

135 

D.4 

primary income 

1883 



1883 

9 

1409 

227 

29 

209 

B3* 

account 












1661 



1661 

6 

1367 

197 

19 

72 

B3n/B3*n 

113. Secondary 
distribution of 

213 


1 

212 

0 

178 

0 

10 

24 

DJ 

income account 

322 


0 

322 


322 




DM 


332 


0 

332 

1 

0 

289 

29 

13 

D.62 


278 


9 

269 

2 

71 

141 

45 

10 

D.7 


1854 



1854 

43 

1206 

386 

33 

186 

B.6g 


1632 



1632 

40 

1164 

356 

23 

_49 

B.6n 

113 Redistribution of 

228 



228 

16 


212 



D.63 

income in kind 

1854 



1854 

27 

1434 

174 

33 

186 

B.7g 

account 

1632 



1632 

24 

1392 

144 

23 

49 

B.7n 

IL4. Use of income account 









BjH 











B.6n 


1399 



1399 


1243 

156 



P.4 


1399F 



1399 

16 

1015 

368 



P3 


11 


0 

11 

0 


0 

11 

0 

DJ 


455 



455 

27 

202 

18 

22 

186 

BJg 


233 



233 

24 

160 

-12 

12 

49 

bm 


-41 


-41 


_ 





B.12 


1 For the valuation of output and the resulting consents of the il 
products”, refer to chapter VI, pangraphs 6.210 to 6327. 

2 For the total economy this tfemooneepoods to gross'_ 

is equal to the value added of the institutional secton plus taxes on 

•This is Table 2.8 in SNA 1993. 
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TranaditM sad after flews. 


Imports of foods and services 
Exports of goods and services 
Output 1 

Intermediate consumption 
Tiwt products 1 

Value added, grosa/Gross domestic 
product 1 

Consumption of fixed capital 
Value added, net/Net domestic 
product 2 

External balance of goods and services 

Compensation of employees 
Taxes kss subsidies on production 
and imports 

Taxes leas subsidies on products 1 
Other taxes less subsidies on 
production 

(derating surplus, gross 
Mixed income, cross 
Operating surplus, net 
Mixed income, net 

Property income 

Balance of primary incomes, 
grosa/National income, gross 

Balance of primary incomes, 
net/Nationa! income, net 

Current taxes on income, wealth etc. 

Social contributions 
Social benefits other than social 
transfers in kind 
Other current transfers 

Disposable income, gross 
Disposable income, net 


Social transfers in kind 



Disposab le income .gross 
Disposa ble income, net 
Actual final consumption 
Final consumption expenditure 
Adjustment for the change in net equity 
of hous e holds on pension funds 


Resources 


S.11 

Non- 

finarv- 

ctsl 

corpo¬ 

rations 

S.12 

Finan¬ 

cial 

corpo¬ 

rations 

S.13 

General 

govern 
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S.14 

House¬ 

holds 

S.15 

NPtSHs 

S.1 

Total 

eco¬ 

nomy 

Rest 
of the 
world 

Goods 

and 

service 

(uses) 

Total 







499 


499 








540 

540 

1753 

102 

440 

1269 

40 

3604 



3604 








1883 

1883 






_133 



133 

854 

73 

188 

575 

31 

1854 



1854 

717 

63 

158 

533 

28 

1632 



1632 







-41 






766 


766 

2 


768 



191 



191 

0 


191 



133 



133 

0 


133 



58 



58 

0 


58 

258 

55 

46 

92 

8 

459 



459 




442 


442 



442 

121 

45 

16 

60 

5 

247 



247 




432 


432 



432 

M 

_141 

_S 

_ISQ 

_2 

_41$ 

» 



209 

29 

227 

1409 

9 

1883 



1883 

72 

19 

197 

1367 

6 

1661 



1661 



213 



213 

0 


213 

14 

39 

268 

0 

1 

322 

0 


322 




332 


332 

0 


332 

_10 

49 

108 

_36 

36 

239 

39 


278 

186 

33 

386 

1206 

43 

1854 



1854 

49 

23 

356 

1164 

40 

1632 



1632 




228 


228 



m 

186 

33 

174 

1434 

27 

1854 



1854 

49 

23 

144 

1392 

24 

1632 



1632 

186 

33 

386 

1206 

43 

1854 



1854 

49 

23 

356 

1164 

40 

1632 



1632 








1399 

1399 








1399 

1399 




11 


11 

0 


11 


Saving, 

Saving, net 


Table 23.1 (continued) 






330 CONCEPTUAL DESIGN 


Accumulation accounts 


Changes in assets 


Accouno _ 

III.1. Capital account 


1112. Financial account 


1113.1. Other changes in 
volume of assets 
account 


III32. Revaluation 
account* 





S.1 

8.18 

S.14 

8.13 

8.12 

8.11 










Non- 



6oods 






Rnen- 

ftnarv 
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Rest 

Total 



General 
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service 
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govern- 

corpo- 

corpo- 
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world 
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NPtSHs 

holds 

merit 
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rations 
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B3n 










B.12 

376 



376 

19 

61 

37 

9 

250 

P.51 

-222 



-222 

-3 

-42 

-30 

-10 

-137 

K.1 

28 



28 

0 

2 

0 

0 

26 

P.52 

10 



10 

0 

5 

3 

0 

2 

PJ3 

0 


0 

0 

1 

4 

2 

0 

-7 

K 2 


D.9 

D.9 

B.10.1 


0 

-38 

38 

4 

148 

-52 

6 

-68 

B.9 

691 

50 

641 

32 

181 

120 

237 

71 

F 









F 

0 

1 

-1 



0 

-1 


F.l 

130 

11 

119 

12 

68 

7 

15 

17 

F 2 

143 

5 

138 

12 

29 

26 

53 

18 

F3 

254 

10 

244 

0 

5 

45 

167 

27 

F.4 

46 

2 

44 

0 

3 

36 

3 

2 

F3 

36 

0 

36 

0 

36 

0 

0 

0 

F.6 

82 

21 

61 

8 

40 

6 

0 

7 

F.7 

15 


15 

0~ 

2 

_ 

—2 

14 

K3-10 









and K.12 

24 


24 

0 

0 

0 

0 

24 

K 3 

3 


3 

0 

0 

3 

0 

0 

K.4 

4 


4 

0 

0 

4 

0 

0 

Ki 

-9 


-9 

0 

0 

-2 

0 

-7 

K.6 

-11 

0 

-11 

0 

0 

-6 

0 

-5 

K.7 

0 

0 

0 

0 

0 

8 

-3 

-5 

KM 

1 


1 

0 

0 

0 

0 

1 

K.9 

3 

0 

3 

0 

2 

0 

1 

0 

K.10 

0 

0 

0 

0 

0 

-6 

0 

6 

K.12 









of which: 

10 

0 

10 

0 

0 

0 

-2 

12 

AN 

-7 


-7 

0 

0 

-3 

-2 

-2 

AN.l 

17 

0 

17 

0 

0 

3 

0 

14 

AN.2 

5 

0 

5 

0 

2 

1 

0 

2 

AF 


B.102 


K.11 


280 

0 

280 

8 

80 

44 

4 

144 

AN 

126 


126 

5 

35 

20 

2 

63 

AN.l 

154 

0 

154 

3 

45 

23 

2 

81 

A S2 

91 

7 

84 

1 

16 

2 

57 

8 

AF 


B.103 


3 “Changes in net worth due to saving and capital transfer is not a balancing hem, but corresponds to the total 
of the right-hand side of the capital account. 

4 “Changes in net worth due to saving and capital transfers” for the rest of the world refers to c hang e s in net 

5 D if feren ces between data on individual items and totals of holding gainsflo m ea may not be entirely c onsiste nt 
due to rounding errors. 
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Table 23.1 (continued) 


Liabilities 


Trsasadieae sad sftsr flews, 

= an 

Non* 

finan¬ 

ce 

corpo¬ 

rations 

ai 2 

finan¬ 

cial 

corpo¬ 
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8.13 

General 

govern- 

8.14 

House* 

hofcfa 

8.19 

NPISHs 

S.1 
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eco¬ 

nomy 

Rest 
of the 
worjd^ 

Goods 
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service 

(uses) 
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Non-finandal assets 

Produced assets 

Non-produced assets 

Financial assets/liabilities 

1817 

3384 

687 

289 

121 

6298 

297 


6595 

Net worth 

4121 

268 

1300 

4352 

375 

10416 

276 


10692 

Total changes in assets 

Non-financial assets 
produced assets 
non-produced assets 

Financial asaeti/liabilitks 

155 

285 

176 

33 

28 

677 

91 


767 

Chinees in net worth, total 

216 

10 

2 

276 

31 

535 

-34 


501 

Saving and capital transfen 

66 

5 

-40 

178 

21 

230 

-38 


192 

Other changes in volume of assets 

17 

-4 

2 

2 

0 

17 

0 


17 

Nominal bolding gains (+ykjescs(-) 

■ 134 

_10 

_38 

_96 

_10 

288 

4 


292 

Non-financial assets 
produced assets 
non-produced assets 

Financial assets/liabilities 

1972 

3669 

863 

322 

149 

6975 

388 


7362 

Net worth 

4337 

278 

1302 

4628 

406 

10951 

242 


11193 


Balance sheets 
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S.1 

S.15 

S.14 

S.13 

S.12 

S.11 
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Total 
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Accounts 
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nomy 

NPISHs 

nows 

meet 
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rations 

Cede 

IV.l. Opening balance 

9 922 


0 

9922 

324 

2822 

1591 

144 

5041 

AN 

sheet 

6047 



6047 

243 

1696 

1001 

104 

3001 

AN.l 


3875 


0 

3875 

81 

1124 

590 

40 

2 040 

AN2 


7365 


573 

6792 

172 

1819 

396 

3506 

897 
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482 


0 

482 

25 
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56 

1 
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21 

61 

25 

-1 
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0 
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49 
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2 
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33 

199 

123 

294 
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IV3. Closing balance 

10404 


0 

10404 

349 

2932 

1647 
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5331 

AN 

sheet’ 

6336 



6336 

264 
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1026 

103 

3183 

AN.l 


4068 


0 
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2148 
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8152 
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519 

3802 
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6 Differences between data on individual items and totals of bolding gainsflosacs may not be entirety consistent 
due to rounding errors. 
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difference between the values in the opening and closing balance sheets is en¬ 
tirely accounted for within the System, provided, of course, that the assets and 
liabilities recorded in the balance sheets are valued consistently with the transac¬ 
tions and other changes—that is, at current prices. 


XI. THE FINANCIAL ACCOUNT 

A. Introduction 

11.1. The financial account records transactions that involve financial assets and 
liabilities and that take place between institutional units and between institutional 
units and the rest of the world. 2 The left side of the account (Table 23.2 3 ) records 
acquisitions less disposals of financial assets, while the right side records incur¬ 
rence of liabilities less their repayment. Net incurrence of liabilities less net 
acquisition of financial assets is equal in value, with the opposite sign, to net 
lending/borrowing, the balancing item in the capital account. In the SNA, finan¬ 
cial assets are classified under seven major categories (the full classification is 
presented in Table 23.3): 

• F. 1 Monetary gold and special drawing rights (SDRs) 

• F.2 Currency and deposits 

• F.3 Securities other than shares 

• F.4 Loans 

• F.5 Shares and other equity 

• F.6 Insurance technical reserves 

• F.7 Other accounts receivable/payable. 

Depending upon whether they are assets or liabilities of the unit or sector in 
question, these categories are listed on both sides of the financial account. 

11.2. This chapter addresses five issues (a) die role of the financial account 
within the SNA; (b) die nature of financial transactions and special cases; (c) die 
accounting rules for financial transactions; (d) the classification of financial 
transactions; and (e) detailed flow-of-funds accounts. 

B. The Role of the Financial Account 

11.3. The financial account is the second of the accounts that deal with accumu¬ 
lation. From the opening of the accounting period to die close, all balance sheet 
changes involving financial assets and liabilities must be accounted for by finan¬ 
cial transactions (described in this chapter) and by other changes in the volume 
of financial assets and revaluations covered in chapter XII. The financial account 
is also the final account, in the full sequence of accounts, that records transac¬ 
tions between institutional units. The financial account does not have a balancing 
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item that is carried forward to another account, as has been the case with all 
accounts previously discussed. Rather, the net balance of the financial account is 
equal in magnitude, but with the opposite sign, to the balancing item of the 
capital account. 

11.4. Net saving is the balancing item of the use of income account, and net 
saving plus net capital transfers receivable/payable can be used to accumulate 
non-financial assets. If they are not exhausted in this way, the resulting surplus is 
called net lending. Alternatively, if net saving and capital transfers are not suffi¬ 
cient to cover the net accumulation of non-financial assets, die resulting deficit is 
called net borrowing. This surplus or deficit, net lending or net borrowing, is the 
balancing item that is carried forward from the capital account into the financial 
account. 

11.5. Some sectors or subsectors are net lenders while others are net borrow¬ 
ers. When institutional units engage in financial transactions with each other, the 
surplus resources of one sector can be made available, by die units concerned, for 
the use of other sectors. The financial account indicates how deficit, or net bor¬ 
rowing, sectors obtain the necessary financial resources by incurring liabilities or 
reducing assets and how the net lending sectors allocate their surpluses by acquir¬ 
ing financial assets or reducing liabilities. The account also shows the relative 
contributions of various categories of financial assets to these transactions. 

11.6. In the financial account example. Table 23.2, the pattern of sector 
net lending/borrowing can be seen clearly. General government, non-finan¬ 
cial corporations, and the rest of the world have a deficit or net borrowing 
requirement, while households, financial corporations, and nonprofit institu¬ 
tions have surpluses or net lending capacity. The non-financial corporation 
sector net borrowing requirement of 69 is shown to be financed by incurring 
liabilities of 140 and acquiring financial assets of 71; the difference between 
the two equals net borrowing. Similarly, the household sector, which has a 
net lending balance of 148, achieves this result by acquiring financial assets 
of 181 and incurring liabilities of 33. The financial corporations sector has a 
net lending balance of 5, which is financed by incurring liabilities of 232 and 
acquiring financial assets of 237. In comparison with other sectors, financial 
corporations will generally have small amounts of net lending/borrowing. 
However, their transactions in financial assets and liabilities will be compara¬ 
tively large, as a reflection of their primary role of intermediating between other 
borrowers and lenders by incurring liabilities and acquiring financial assets. Net 
borrowers can transact directly with net lenders. For example, governments can 
issue securities in the market; these securities can be purchased by households, 
non-financial corporations, and the rest of the world. In many other cases, finan¬ 
cial intermediaries have as their special function the creation of a financial 
market that indirectly links lenders and borrowers by incurring liabilities to net 
lenders through taking deposits or issuing securities and providing the financial 
resources thus mobilized to borrowers. An examination of the financial transac- 
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Table 23.3 

Classification of Transactions in Financial Assets and Liabilities 


F.l. 

Monetary gold and SDRs 

F.2. 

Currency and deposits 

F.21 

Currency 

F.22 

Itansferable deposits 

F.29 

Other deposits 

F.3. 

Securities other than shares 

F.31 

Short-term 

F.32 

Long-term 

F.4. 

Loans 

F.41 

Short-term 

F.42 

Long-term 

F5. 

Shares and other equity 

F.6. 

Insurance technical reserves 

F.61 

Net equity of households in life insurance 
reserves and in pension funds 

F.611 

Net equity of households in life 
insurance reserves 

F.612 Net equity of households in 


pension funds 

F.62 

Prepayments of premiums and reserves 
against outstanding claims 

F.7. 

Other accounts receivable/payable 

F.71 

lYade credit and advances 

F.79 

Other 

Memorandum item: 

Direct foreign investment 


Equity 

Loans 

Other 


now— idb iwmmM ws—nown ov wup r.^ r«j 9 ana rs 

into (•), (bX or (c) Is optional F.3 may alao optionally be 
subdivided between oder dee them, wdadhi 

financial derivatives, and financial derivatives. 

This provides the daseffiration for both traneactione in 
financial assets and liabilities and holdings of financial aaaeta and 
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tions of the subsectors of the financial corporations sector, in addition to those of 
the consolidated financial sector, is often useful. 

11.7. It is important to note that, for each institutional sector, the financial 
account indicates the types of financial assets utilized by that sector to incur 
liabilities and acquire financial assets. The financial account does not, however, 
indicate to which sectors the liabilities are incurred and on which sectors die 
assets indicate financial claims. A more detailed and complex analysis of finan¬ 
cial flows between sectors is discussed in the final section of this chapter. This 
analysis illustrates debtor/creditor relationships by type of financial asset. 

11.8. In the hypothetical case of a closed economy in which resident institu¬ 
tional units do not engage in transactions with non-residents, the total net lending 
and total net borrowing of the various sectors would have to be equal since the net 
borrowing requirements of deficit sectors would be met by net lending of surplus 
sectors. For the economy as a whole, net lending or borrowing would have to be 
zero. When residents engage in transactions with non-residents, the sum of the net 
lending and net borrowing of each of the sectors making up the total economy 
must equal the economy’s net lending to, or borrowing from, the rest of the 
world. In Table 23.2 the total economy has acquired financial assets of 641 and 
incurred liabilities of 603. Net lending of the total economy to the rest of the 
world is therefore 38. 

Counterparts of Financial Transactions 

11.9. While some entries in the financial account have counterparts in other 
accounts of the SNA, other entries take place entirely within the financial ac¬ 
count. In the SNA, most transactions involving the transfer of ownership of a 
good or non-financial asset, or the provision of a service or labour, entail a 
counterpart entry in the financial account. This most often takes the form of the 
exchange of goods, assets, and services for means of payment or claims on future 
means of payment. As the SNA records transactions on an accrual basis, any 
transaction expected to lead to eventual payment, either in financial assets or in 
kind, has a counterpart in the financial account. Even transactions in kind, such 
as barter sales and transfers in kind, lead to entries in the financial account when 
all elements of the in-kind transaction are not completed simultaneously. 

11.10. The sale of a good, service, or non-financial asset may have as its 
counterpart a change in currency or transferable deposit. Alternatively, the coun¬ 
terpart may be reflected in the financial account in a trade credit or other account 
receivable/payable. In certain cases, a transaction may have its counterpart in 
other types of financial assets, such as the provision of fixed assets for long-term 
indebtedness, and the liability may be evidenced by a loan or security. Thus, 
counterparts involving changes in financial assets are recorded in die financial 
account for most transactions recorded in other SNA accounts. 

11.11. However, in the SNA, many transactions take place entirely within the 
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financial account. Transactions limited to the financial account occur whenever 
one financial asset is exchanged for another or when a liability is repaid with an 
asset. For example, trade credits are extinguished by exchanging means of pay¬ 
ment. The claim represented by the trade credit no longer exists when the debtor 
provides means of payment to the creditor. The resulting four entries in the 
financial account are (a) the creditor reduces his holdings of trade credits and 
increases his means of payment (currency or transferable deposits); and (b) the 
debtor reduces his liabilities (in the form of trade credits) and reduces his finan¬ 
cial assets (in the form of means of payment). 

11.12. When existing financial assets are exchanged for other financial as¬ 
sets, all entries take place in the financial account and only affect assets. For 
example, if an existing bond is sold by one institutional unit to another on the 
secondary market, in his financial account, the seller reduces his holdings of 
securities and increases equally his holdings of means of payment The purchaser 
makes the opposite entries in his financial account. When a new financial asset is 
created through the incurrence of a liability by an institutional unit, all related 
entries may also be made in the financial account. For example, a corporation 
may issue short-term securities in exchange for means of payment. The financial 
account of the corporate sector accordingly shows an increase in liabilities in the 
form of securities and an increase in financial assets in the form of means of 
payment; the financial account of the purchasing sector shows a recomposition 
of financial assets—reduction in means of payment and an increase in securities. 
Transactions that are wholly within the financial account involve the exchange 
of one asset for another or the simultaneous creation or reduction of both assets 
and liabilities. These transactions change the distribution of the portfolio of 
financial assets and liabilities and may change the totals of both assets and 
liabilities, but they do not change the difference between total financial assets 
and liabilities. 

F. Detailed Flow-of-Funds Accounts 

11.103. The financial account, as presented in Table 23.2, records die net acqui¬ 
sition of financial assets and net incurrence of liabilities for all institutional 
sectors by type of financial asset. For each sector, the financial account shows 
the financial liabilities that die sector incurs to mobilize financial resources and 
the financial assets that the sector acquires. The financial account thus presents a 
two-dimensional view of financial transactions—the financial asset or liability 
involved in the transaction and whether die transaction involves an asset or a 
liability. This information is very valuable in identifying the financial liabilities 
that net borrowing sectors use to finance their deficits and the assets that net lending 
sectors use to allocate their surpluses. Although the movement of financial flows can 
be mapped at this level of recording, the question of who is financing whom is 
not answered. In Table 23.2, it is clear that non-financial corporations incurred 
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liabilities of 140 predominantly in the form of loans (71) and shares and other 
equity (26). Financial corporations incurred net liabilities of232 by using the full 
range of financial instruments. While the instrument by which the liabilities are 
incurred is clearly presented in this account, it is not possible to identify the 
sector that is providing the funds. Similarly, the net acquisition of financial 
assets cannot be tracked. Households acquired a net of 181 spread across a range 
of assets, while financial corporations acquired net financial assets of 237, 
mostly in the form of loans and securities. However, it cannot be determined 
from this level of recording to which sectors the financing is being provided. 

11.104. For a full understanding of financial flows and die role they play in 
the economy, it is often important to know more detailed financial relationships 
between sectors and the financial assets by which these relationships are carried 
out. For example, it is often important for the government to know not just what 
types of liabilities it is using to finance its deficit but also which sectors (or the 
rest of the world) are providing the financing. For financial corporations (and 
those supervising them), it is important to know not only the composition of 
financial assets (loans and securities) that they have acquired but also which 
sectors these are claims upon. In addition, it is often necessary to analyze finan¬ 
cial flows between subsectors within a sector (central government financial 
transactions with local governments or central bank financial transactions with 
depository institutions) and across sector boundaries (changes in depository 
institutions’ claims on public non-financial corporations). Such detailed informa¬ 
tion is necessary to understand how financing is being carried out and how it is 
changing over time. 

11.105. This more detailed approach is particularly important in spelling out 
the role that financial intermediaries play in financial transactions. As was pre¬ 
viously noted, financial corporations often have very small net lending or bor¬ 
rowing balances in comparison with their volume of transactions in both 
financial assets and liabilities. This reflects the basic role of financial intermedia¬ 
tion of mobilizing financial resources through certain financial transactions and 
making these financial resources available to other sectors in forms suitable to 
these sectors through maturity/asset transformation. Thus, financial corporations 
play a critical role in directing financing flows from net lending sectors to net 
borrowing sectors and allow lenders to choose their asset instruments and bor¬ 
rowers their forms of indebtedness. 

11.106. To facilitate the more detailed financial analysis just described, the 
SNA contains two Detailed Flow-of-Funds tables. 4 One records transactions in 
assets cross-classified by type of asset and by the debtor sector. The sectors 
transacting in assets are shown horizontally across the top of the table while the 
type of asset, disaggregated by sector of debtor, is arrayed vertically. The other 
records transactions in liabilities cross-classified by type of liability and by the 
creditor sector. Since all financial assets other than monetary gold and SDRs 
have an asset/liability symmetry, it would be conceptually possible to present all 
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debtor/creditor relationships in a single table but this would require a table of 
very many cells, many of which would be blank. The tables, as presented, are 
merely examples of the type of detail that a country may wish to develop. They 
identify the full sectors for households, nonprofit institutions, general govern¬ 
ment, and non-financial corporations. Subsectors are shown for the financial 
corporations to emphasize the special role these units play in financial transac¬ 
tions. For particular analysis or policy purposes, it may be useful to break down 
the other sectors into subsectors as well. In many circumstances, it will be 
necessary, for example, to identify financial transactions of central government 
or of non-financial public corporations. The sector breakdown under each type of 
financial asset is suggestive rather than prescriptive. For securities and loans, it is 
suggested to identify the debtor sectors as follows: non-financial corporations, 
financial corporations, central government, state and local government, other 
resident sectors, and the rest of the world. Alternative breakdowns are illustrated 
for other types of assets. 

11.107. These more detailed flow-of-funds tables can be used in at least three 
important areas related to economic policy. Data from these tables can be used in 
economic analysis and description of activity and trends in current periods. They 
can be used as an aid to projections in the context of the development of eco¬ 
nomic plans or to assess the effect of current economic policies, or changes in 
them, on the future path of the economy. They can also be used in projects that 
undertake modeling of the economy to study economic behaviour as an aid to the 
formulation of economic policy. Such studies, of course, would be complemen¬ 
tary to similar work on data from other accounts in the SNA. In particular it is 
useful, when using the flow-of-funds accounts to facilitate the operation of the 
financial system in the economy, to relate these transactions to the behaviour of 
the non-financial economy. The capital and financial accounts provide these 
links between the “real” economy and financial activity. Similarly, the flow-of- 
funds accounts facilitate study of the saving/investment process, by tracing the 
channels by which saving reaches ultimate borrowing, after passing through 
various financial institutions and assets. 

11.108. In the policy area, a few examples will illustrate the usefulness of 
these tables. Common policy problems faced by many nations include questions 
such as: Will foreign exchange reserves be adequate? How will the central 
government’s deficit be financed? How will the major non-financial public cor¬ 
porations be financed and by whom? In each of these examples, the provision of 
answers to the questions requires an impact analysis on various sectors and types 
of transaction. The articulation of the accounts within the flow-of-funds table 
facilitates the analysis and provides a framework in which to assess the answers. 

11.109. In the area of financial projects, the use of time-series from relevant 
parts of the flow-of-funds tables enables an examination of the implications of 
parts of an economic plan, including testing for consistency of a number of 
separately prepared sector or market forecasts, and the implications for future 
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financial transactions of a particular set of assumptions about future events (e.g., 
interest rates, exchange rates, growth, sector surpluses/deficits). 

11.110. Other policy areas where these projections and studies can be of 
assistance are in considering the long-term development of financial markets and 
institutions in the economy and assessments of the need for new types of assets 
to satisfy the potential demand of savers and investors requiring access to reli¬ 
able liquid assets. 

11.111. The Detailed Flow-of-Funds tables should be interpreted as a general 
model, and substantial flexibility should be allowed in specific country circum¬ 
stances. In many countries, the dimensions of the tables will be severely con¬ 
strained by data availability. It should also be noted that these tables are 
extensions of the basic financial account and that adding the third dimension to 
the analysis can be done on a selective basis by identifying particular assets or 
sector (or subsector) relationships for which this level of detail would be useful. 

Notes 

1. [Following this description an arithmetic illustration of the sequence of accounts is 
presented here in Table 23.1. This table is from System of National Accounts 1993, 
appendix to chapter II, Table 2.8.—Ed.] 

2. Except when die context requires, the term “financial assets’* should be read to 
include liabilities. The terms “financial assets” and “liabilities” are used to designate those 
financial instruments for which there are transactions in die financial account; the term 
“financial instrument” is broader in coverage than “financial asset” as it includes various 
financial contracts and other arrangements, such as contingencies, that are not actual 
assets. 

3. Table 11.1 in SNA 1993. 

4. These tables, 11.3a and 11.3b in SNA 1993, are not included here.—Ed. 
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Introduction 

Developed countries have been providing financial assistance to countries in 
earlier stages of development for nearly half a century. The measurement of the 
flow of external resources is essential for the formation of development strate¬ 
gies and the evaluation of assistance programmes. Up-to-date, accurate data on 
debt and financial flows in turn facilitate the measurement of resource flows. The 
debt component of resource flows is the focus of this report. 

The report extends the discussion of stocks of external debt contained in 
an earlier report 1 by focusing on the ways in which stock data enter into the 
analysis of the flow of external resources between creditor and debtor coun¬ 
tries. The sponsoring institutions, cooperating in the International Working 
Group on External Debt Statistics (IWGEDS), are the Bank for International 
Settlements (BIS), the International Monetary Fund (the Fund), the Organiza¬ 
tion for Economic Co-operation and Development (OECD), The World Bank 
and the Berne Union. 

During the 1970s many countries began accumulating large amounts of exter¬ 
nal debt. In the early 1970s, a significant part of external economic assistance 
took the form of official financing, including official support of export credits. 
By the late 1970s, the emphasis had shifted towards financing provided by 

Excerpted, with permission, from The Bank for International Settlements, International 
Monetary Fund, Organization for Economic Co-operation and Development, The World 
Bank, Debt Stocks, Debt Flows, and the Balance of Payments (Basle: Bank for Interna¬ 
tional Settlements et al., 1994), pp. 5-d, 25-33. 
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private creditors, notably commercial banks, which began to recycle petrodollars 
by lending large amounts to developing countries at low nominal interest rates. 
As a result, developing countries acquired a growing proportion of short-term 
debt and it became necessary to extend the compilation of debt data beyond the 
usual long-term financing items. Many of these short-term loans financed un¬ 
economic projects. Others financed balance of payments deficits which countries 
should have addressed with more prudent economic policies instead of increased 
borrowing. A dramatic change in the emphasis on debt-financed economic assis¬ 
tance came in 1982, when Mexico announced that it was unable to meet its 
current debt servicing obligations. This action led to the realization that the 
accumulated debts of many developing countries had reached a magnitude that 
threatened the stability of the international financial system. At that stage, and in 
the negotiation process that followed, the compilation of accurate data on out¬ 
standing debts became critically important. 

Four of die multilateral organizations that are members of die IWGEDS 2 play 
a significant role in gathering and maintaining information on external debt and 
resource flows which serves as source data for external debt analysis. These 
organizations and the broad objectives of their data systems for monitoring exter¬ 
nal debt are the following: 

Bank for International Settlements (BIS). The BIS aggregates data collected 
by official monetary institutions on the international assets and liabilities of 
commercial banks. It evaluates changes in financial positions in order to meet die 
needs of its member central banks for information relevant to monetary policy, 
prudential regulation and general economic analysis. The BIS also gathers data 
on international bonds. Euronote issues and certain derivative instruments. Much 
of this information is published in the BIS quarterly report International banking 
and financial market developments. 

International Monetary Fund (the Fund). The emphasis of the Fund is on 
gathering accurate information on die overall financing of die balance of pay¬ 
ments of developing countries. This is part of the Fund’s responsibility for com¬ 
piling and analyzing global balance of payments data. It also compiles debt data 
in the course of consultations with individual member countries. Furthermore, 
the Fund combines BIS banking data with data from other sources and publishes 
international banking statistics. 

Organization for Economic Co-operation and Development (OECD). The 
OECD focuses on a comprehensive measurement of official and private resource 
flows to developing countries, the countries of Central and Eastern Europe 
(CEECs), and the newly independent states of the former Soviet Union (NISs) in 
support of its Development Assistance Committee (DAC) and Centre for Co-op¬ 
eration with Economies in Transition (CCET). Towards this objective, the 
OECD provides H DAC” statistics which include data it receives through the 
DAC and Creditor Reporting Systems. 
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World Bank. The Bank, as a major creditor, maintains a full record of the 
external debt of its member countries. It also compiles data on the total flow of 
external capital to developing economies for use in economic analysis. 

The above institutions regularly produce a variety of reports on the subject of 
external debt, as well as more general analyses of international financial devel¬ 
opments. Recognizing the need for dialogue to reconcile differences in debt 
compilation systems, the four institutions and the Beme Union formed the 
IWGEDS in 1984. In 1988, the IWGEDS published a report which discussed the 
definition of external debt, its statistical coverage and the methodology for its 
analysis. The present report takes this discussion further and considers die ways 
in which external debt enters into analyses of the flow of external resources 
between creditor and debtor countries. 


Main Elements of Stock and Flow Reconciliations 

This section is primarily concerned with the reconciliation of data on stocks of 
external debt with data on flows of capital or resources in the reporting systems 
of the member organizations of the IWGEDS. Information on outstanding stocks 
of debt is important for many analytical purposes, including the understanding of 
the evolution of debt burdens over time. But the basis for most analyses of 
current economic developments affecting developing countries, burden-sharing 
by creditor countries and shifts in the type and sources of financing is informa¬ 
tion on gross and net resource flows. There may be variations in the definitions 
and measurement of resource or capital flows. These concepts involve flows 
other than those discussed in this report, such as direct investment or unrequited 
transfers, particularly the grant component. It is therefore important to have the 
capability to refine debt data to yield agreed measures of the provision of re¬ 
sources, excluding factors that merely affect the stated value of debt stocks. 

The relative significance of different types of adjustment to reconcile debt 
stocks and flows depends on the configuration of each of the four systems. 
Both the OECD Creditor Reporting System and the World Bank Debtor Re¬ 
porting System collect and publish comprehensive and detailed information 
on debt stocks and debt flows. In principle, they can fully integrate their 
stock and flow figures because they collect or prepare their own estimates for 
non-flow factors. By contrast, the BIS bases its system for bank activities 
primarily on end-of-period position data, but information on the currency 
composition of assets and liabilities makes it possible to prepare estimates of 
stock changes, taking into account the exchange rate adjustment. The Fund’s 
position is mixed. Although the Fund systematically collects relevant flow 
data when compiling countries’ balance of payments statistics, not all coun¬ 
tries compile a statement of their international investment position. There are 
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opportunities for relating stocks to flows, but only for those countries that pro¬ 
vide both sets of data. 

The OECD and World Bank receive detailed reports from creditor and 
debtor countries respectively on a major portion of the debt outstanding, and 
add information from other data sources in order to construct a comprehen¬ 
sive picture of each country’s external debt. For BIS banking data, there is no 
adequate source of data for verifying the accuracy of the estimates of flows 
derived from stock data. From the Fund’s point of view, the accurate mea¬ 
surement of flows is a principal concern. But the Fund is increasingly recog¬ 
nizing that the compilation of international investment position data 
(especially when based on sources different from the flow data) provides an 
important means of evaluating the accuracy of the flow data. Indeed the 
international investment position data are sometimes the only source for 
quantifying flows that, for one reason or another, are omitted from countries’ 
balance of payment returns to the Fund. 

There is a further dimension in the case of the Fund—the relationship 
between reported data on capital flows and reported data on the current ac¬ 
count, both for individual countries and for regional and global aggregates. A 
comparison can be made between the capital flow balance and the current 
account balance for each country; in principle, the amounts of these balances 
should be equal but with opposite signs. Any large discrepancies between the 
current and capital account balances may indicate problems with the data. 
These discrepancies can serve as the basis for a review of the debt flows and 
other transactions being reported in the international accounts. 

Many of the problems in reconciling stocks and flows are common to all 
compilers of debt data. The subsections below identify die major reconciliation 
elements and their general characteristics and provide a description of how each 
compiling institution, in principle, handles them. 

Exchange Rate Conversions 

In all of the compilation systems it is necessary first to convert data received 
in a variety of currencies to a common numeraire, which is usually the U.S. 
dollar. Second, it is important to reconcile the value of outstanding stocks of 
assets and liabilities, at given dates, with the value of the intervening accu¬ 
mulated reported (or estimated) transactions data. In the case of loans which 
creditor and debtor countries report to the Fund, die OECD and the World 
Bank, these concern, respectively, disbursements and repayments. Creditors 
and debtors also provide data to the OECD and the World Bank on outstand¬ 
ing balances at die end of each period. The Fund receives aggregate debt 
stock data from some countries as part of their international investment posi¬ 
tion statements. 

Flow data are usually converted into U.S. dollars using the appropriate aver- 
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age exchange rate for the period, while the stock of debt is evaluated using 
the exchange rates prevailing at the end of each period. When estimating net 
flows from debt stock figures, the change in debt between two end-of-period 
reporting dates produces a distorted estimate of net flow, reflecting differ¬ 
ences in the exchange rates used. It is possible to eliminate this effect by 
reconverting the data into national currencies, calculating the change in debt 
stocks and reconverting the result into U.S. dollars at the average exchange 
rate for the period. The above information is available for individual transac¬ 
tions. It is also available, albeit in less detail, for guaranteed private export 
credits, for which the data on flows and stocks relate to aggregates of sets of 
transactions. 

It is necessary to allow for differences between the currency in which data 
are presented and the currency of the transaction. If there are variations in the 
U.S. dollar exchange rate for converting non-dollar transactions, the U.S. 
dollar amount of debt will change, creating an apparent flow even if none has 
taken place. This can cause difficulties in reconciling data on debt stocks and 
debt flows. For example, a debt of DM300 will appear as US$200 if the 
exchange rate is US$1 = DM1.50. But if the DM rate has declined to US$1 = 
DM2, the same debt will appear as US$150. In the absence of information on 
the original transaction in DM, a debt data compiler may conclude, on the 
basis of the U.S. dollar debt figure, that a repayment of US$50 has taken 
place. Similarly, in using flow data to estimate outstanding debt, a loan of 
DM300 which appears as a gross disbursement when the exchange rate was 
US$1 = DM2 will raise the amount of debt outstanding (ceteris paribus) by 
US$150. But if at the end of the period the exchange rate is US$1 = DM1.50, 
there will be an apparent increase in the debt of US$200, against a reported 
flow of US$150. 

BIS data on bank credits relate only to stocks, but estimates are made of 
“flows” that result from changes in stocks over given periods. The BIS pub¬ 
lishes independently, and jointly with the OECD, 3 estimates of the exchange 
rate adjusted changes in bank claims which are obtained by, first, calculating 
the U.S. dollar equivalent of the stock of debt at the start of each period, 
using the exchange rates prevailing at the end of the period, and, second, 
comparing the result with the end-of-period total obtained using the same 
exchange rates. This procedure immediately identifies the amount by which 
claims would have risen (or fallen) had there been no changes in the ex¬ 
change rate during the period. It is possible to attain reasonable accuracy 
with this procedure since most reporting countries disaggregate their cl aims 
on each individual borrowing country into a minimum of four and sometimes 
as many as nine major currencies plus the ECU. 

A relatively new factor that may complicate the available information on 
the currency composition of debt stocks and flows for a given country is the 
growing use of currency swaps. With this device, the creditor or debtor may 
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arrange to shift the currency in which it makes payments of principal or interest, 
in order to minimize, or lock in, the amount of potential loss or gain that may 
arise when there are fluctuations between the national currency and the currency 
of repayment of the particular debt. In such a case, the available record of the 
currency of repayment may no longer be accurate. It may be noted that in the 
fifth edition of the Balance of Payments Manual derivative instruments such as 
currency swaps appear as separate, reportable financial instruments. 

Members of the IWGEDS treat exchange rate conversions in several ways. In 
reporting capital flows to the Fund, for example, countries may express their 
flow statements in whatever unit of account they have adopted for their own use. 
The fourth edition of the Balance of Payments Manual recommends, in principle, 
the use of the exchange rate prevailing at the time of the contract as the basis for 
conversion. However, for- practical purposes, the Balance of Payments Manual 
recognizes that the foreign exchange rate prevailing at the time of the contract 
may not be available, and consequently suggests die use of an average of the 
market rates that prevailed during the period in which the transactions occurred. 
When deriving flow statistics from stock data, the Fund recommends a procedure 
similar to that of the BIS. 

In the Debtor Reporting System, the usual currency for reporting is that in 
which the debts are repayable or in which transactions took place. As a result, 
the loan-by-loan data are maintained in diverse currencies. The flow figures, that 
is, disbursements and debt service payments, are converted into U.S. dollars 
using average exchange rates for each currency during the period in which the 
transaction took place. Stock figures are converted into U.S. dollars using the 
exchange rate in effect at the end of the period. 

The member countries of the DAC report their DAC flow statistics to the 
OECD in U.S. dollars, noting the exchange rates applied to convert the data they 
maintain in their national currency into U.S. dollars. The data which reporting 
countries supply to the Creditor Reporting System are normally in national cur¬ 
rencies, with a note of the currency of repayment, or the currency of the claim, in 
cases where this currency is different from the national currency. When two or 
more currencies are involved, which is rare, the reporting instructions require 
conversion of the amounts into a single currency using the average rate for the 
period that applies to the reporting to the DAC or, if this rate is unknown, the 
most representative average rate available. 

It should be added that an increase in the U.S. dollar equivalent value of 
outstanding debt does not signify an increase in the debt servicing burden. If the 
currency of the indebted country is appreciating, the gains in its terms of trade 
will reduce the future real burden of debt servicing. If the debt is repayable in 
currencies that are neither the U.S. dollar nor the local currency and these curren¬ 
cies appreciate against the U.S. dollar, the effect on the debtor will depend on the 
cuirency composition of its international transactions. In either case, exchange 
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rate changes in the future may greatly change the implication of the current 
measurement of a country’s debt 

Changes in Market Value 

In addition to changes that occur as a result of exchange rate fluctuations, move¬ 
ments in market prices can also cause problems in comparing reported values. 
Changes in market value can affect both the derivation of flows from stocks and 
the comparison of data reported by both creditors and debtors. This issue does 
not normally arise for govemment-to-govemment credits. It does, however, arise 
in the case of debt which is tradable in the market, such as securities and some 
bank loans, and is further complicated by debt-for-equity swaps or unilateral 
action by debtors or creditors. 

Large changes in the market valuation of bank lending may also occur. Infor¬ 
mation on bank claims is provided by the BIS data, which both die OECD and 
the World Bank use. To the extent that banks adjust the reported amounts of 
claims that they regard as marketable to the current value of each asset in the 
market, these apparent debt stock changes must be eliminated to arrive at both a 
true nominal debt stock figure and a “flow” figure. Moreover, the adjustments 
made by creditor banks may not appear in the accounts of debtor countries, so 
that the two sets of data can give conflicting prima facie indications of move¬ 
ments in bank claims on developing countries. The amounts that h anks report for 
statistical purposes may also differ from other accounts they maintain to comply 
with regulatory or tax requirements. Thus, banks may adjust the book value of 
assets to reflect market changes or regulatory requirements but may not necessar¬ 
ily carry through such changes to the reports they provide to statistical agencies. 

There is some active trading of bank claims in the market. If a reporting 
bank sells a claim to a non-reporter, the debt of the issuing country will show 
a decrease in creditor-based statistics. If a reporting bank sells a claim to 
another reporting bank, the aggregate data will show a decline in the holdings 
of the seller and an increase in the holdings of the buyer. The two transac¬ 
tions will only cancel out if, by rare coincidence, the price obtained by the 
seller was the price at which he was carrying the claim on his books. Because 
of these features, differences in debt stocks may give a distorted estimate of 
net flow in a period in which there has been a large volume of activity or 
change in prices in the secondary markets. 

Individual agencies have different approaches to the market valuation prob¬ 
lem. In the balance of payments statistics, the basis of capital flow entries and 
stock data should be, and usually is, the market prices of die financial transac¬ 
tions concerned. The concept of market prices in the Balance of Payments Man¬ 
ual is the same as that in 1993 System of National Accounts: the amount of 
money that a willing buyer pays to acquire something from a willing seller. 
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given that the two parties making die exchange are independent entities that base 
their decisions solely on commercial grounds. For financial items traded on 
organized markets including debt of developing countries traded in secondary 
markets, the price established in die market meets this definition. For non-mar- 
ketable financial items, primarily loans, the imputed market price is the face 
value. In practice, most debtor countries report data at face value. 

The Debtor Reporting System does not address the question of market valua¬ 
tion explicitiy. However, for some transactions, such as repayments of bonds or 
debt repaid or repurchased at other than face value, the Debtor Reporting System 
Manual requires reporting countries to record the actual amount repaid and, in 
addition, to show, in a footnote, the nominal value of the debt redeemed. 

The Creditor Reporting System records loan co mmit ments at their face value. 
For export credits, the face value is defined as the amount of credit extended, 
excluding any cash payments made by the buyer. An important point to note is 
that the Creditor Reporting System records the value of grants as the cost to the 
donor. This value may or may not correspond to world market prices (see the 
subsection on debt forgiveness immediately below) or to the value reported by 
the recipient country. The one significant exception to this rule is food aid grants 
and loans, which are valued at market prices. 

Debt Cancellation or Forgiveness 

In this subsection the following paragraphs consider situations in which debt 
is reduced or eliminated by mutual agreement between two parties. When 
such an agreement eliminates all or part of the outstanding debt or debt 
service, it becomes a transaction, which should appear in financial records as 
a resource flow. The annual effect of the cancellation is measured by the 
principal and interest payments, other than future interest payments, that 
would otherwise have been due. Balance of payments statistics. World Bank 
data and OECD statistics on the flow of resources to developing countries use 
this convention. In stock data, when debt cancellation becomes effective, 
there is an immediate withdrawal of the full amount of outstanding debt from 
the record. 

A reconciliation between stocks and flows requires full information on the 
status of each cancelled loan when the cancellation occurs. Since no movement 
of funds has taken place, it is necessary to make a counter-entry, that is, an 
imputed flow, to retain the relationship between the change in debt stocks and 
the flow figures. This principle applies to debt reorganization in general, and, 
more specifically, to refinancing and rescheduling. 

In the balance of payments context, debt forgiveness occurs when a credi¬ 
tor forgives all or part of a debtor country’s debt. The accounting for debt 
forgiveness differs according to the period in which the now-forgiven debt 
service obligations were originally due. For forgiveness of obligations past 
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due, that is, when arrears are forgiven, the accounting for the debtor country 
reflects a reduction in arrears which is recorded as a debit in the capital 
account and a credit under unrequited transfers. Forgiven interest due in the 
current period is recorded as a debit under investment income. For the for¬ 
giveness of principal due in the current period, the accounting reflects a 
decrease in liabilities associated with an existing loan and is recorded as a 
debit in the capital account and a credit under unrequited transfers. In the 
case of forgiveness involving obligations not yet due, a credit entry appears 
under unrequited transfers for the amount of outstanding principal, not in¬ 
cluding future interest. Since future principal payments forgiven do not con¬ 
stitute an obligation for the current year, no exceptional financing entry is 
required for balance of payments purposes. Exceptional financing is defined 
as financing obtained to meet a balance of payments financing need. Attach¬ 
ment IV [not included here—Ed.] provides information on the components of 
exceptional financing. 

In die Debtor Reporting System, as in the balance of payments, debt forgive¬ 
ness occurs when a creditor forgives all or part of a debtor country’s debt. The 
full amount of the outstanding debt forgiven is withdrawn from the record of 
debt outstanding and treated as an adjustment to the stock of debt A counter- 
entry or imputed flow is recorded for principal in arrears, principal due in the 
current year, the sum of future principal payments, interest in arrears and interest 
due in the current year. As a result the effect of the debt forgiveness on both 
stocks and flows is clearly identified in the Debtor Reporting System, and a 
reconciliation with balance of payments data is possible. 

In the OECD debt forgiveness consists of a creditor’s renunciation, in agree¬ 
ment with the debtor country, of a legally enforceable claim in respect of one or 
more maturities of principal and interest giving rise to a grant from the creditor 
to the debtor. When debt forgiveness is granted for the purpose of promoting the 
development or welfare of the recipient, it is recorded as an ODA grant. Cancel¬ 
lation of debt by the official sector that is not eligible for inclusion in ODA is 
recorded as a grant in the category other official flows. 

In debt stock statistics, the full amount of outstanding debt (principal and 
arrears of interest) cancelled is subtracted immediately from the outstanding 
amount, whereas in flow statistics only the forgiveness of the amount of 
principal and interest due or in arrears are recorded immediately; forgiven 
amounts of principal and interest due in the future are recorded in the year in 
which they become due. The forgiveness is recorded as a disbursement of an 
ODA grant, equivalent to the amount of principal and interest forgiven, with 
a counter-entry equivalent to the amount of principal forgiven under amorti¬ 
zation in the sector of the forgiven loan (ODA, other official flows or private 
sector). Amounts equivalent to the forgiven interest are also recorded as 
imputed interest payments. In addition, the full amount forgiven, including 
the present value of future interest payments foregone (discounted at 10 per- 



INTERNA TIONAL DEBT STOCKS 351 


cent per annum), is reported as a commitment when the forgiveness is 
agreed. A reduction in the rate of interest charged on a loan is also treated as 
the forgiveness of interest, giving rise to a grant, with no counter-entry under 
amortization. 

Provisions and Write-offs 

A unilateral decision by either the creditor or the debtor to exclude all or part 
of a debt from the reported accounts can create large discrepancies between 
debt data reported by creditors and debtors, since such an action affects the 
reporting of only one of die two parties concerned. In the presence of poten¬ 
tial losses, creditors may think it prudent to reduce the value of their claims 
in their accounts. They can do this either by setting up provisions or reserves 
against possible losses, or by writing the claims off. At an early stage in the 
estimation of potential losses, creditors are likely to set up reserves rather 
than change the carrying value of assets. In that case, there is no visible effect 
on the data entering the debt statistics, either as a stock or as a flow reported 
by banks or by non-bank creditors, when claims are reported gross of provis¬ 
ions. In most countries, banks report their claims gross of provisions. If the 
likelihood of potential losses persists, banks, more than other creditors, are 
likely to reduce the carrying value of their claims directly. This write-down 
immediately affects the amount of credit outstanding that banks report and 
therefore requires an adjustment to derive flow data from the BIS stock data 
on international banking. In the extreme case, when a bank decides to write 
off the full amount of an unguaranteed claim as irrecoverable, it will omit the 
amount it previously recorded in its reports, and die data user may infer 
wrongly that payment has duly been made. On the debtor side, repudiation of 
debt might cause reported external debt to decline, but this is an infrequent 
problem. As with a creditor write-off, this unilateral action would in principle 
not be considered a transaction. 

In the balance of payments, when creditors unilaterally adjust their balance 
sheets through specific or general provisioning in respect of their asset portfo¬ 
lio, a partial (write-down) or total (write-off) removal of a given claim from the 
balance sheet may occur. These kinds of adjustment are not recorded as transac¬ 
tions in the balance of payments accounts since there has been no contract with 
another party involved in the claim. Accordingly, there is no recording of 
provisions, write-downs and write-offs in the balance of payments statistics. 
Similarly, these types of creditor action do not appear in the Debtor Reporting 
System since they do not affect die debtor’s records. However, the international 
investment position should take account of such actions to the extent that they 
reflect changes in the market value of the financial instruments concerned. A 
reconciliation entry should identify the nature of die change in the value of the 
outstanding instruments. 
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Write-offs and write-downs are reflected in both the stock data supplied by 
the BIS and those reported in the Creditor Reporting System for official loans 
and officially guaranteed export credits. In the flow statistics creditors may re¬ 
port write-offs by die official sector as other official grants in the same way as 
debt forgiveness is recorded as an ODA grant. There is no specific provision for 
reporting private sector write-offs. However, to the extent that data on private 
flows are based on changes in stocks, a write-off does have an effect. Thus, 
write-offs enter OECD data but have no effect on the flow data in the Debtor 
Reporting System or in balance of payments records. 

Restructuring 

Restructuring covers many types of agreement involving a change in existing 
debt through rescheduling, refinancing or other arrangements which modify the 
debtor’s obligation to pay principal, interest or both. Setting aside the capitaliza¬ 
tion of interest, these agreements do not change the principal amount of the debt, 
but there may be an extension of the repayment schedule or a change in the 
creditor or debtor sector or type of debt When interest payments due are part of 
a restructuring agreement there is often a provision to add the amount of inter¬ 
est and, on occasion, penalty interest to the outstanding principal of the debt. 

Refinancing usually transforms one set of loans (or identified portions of a set 
of loans) into a single loan. The official sector may make a single loan to 
refinance debts which originally resulted from the acquisition of private export 
credits. On the recipient side, the repayment obligation may shift from the origi¬ 
nal importer or debtor to the central bank or a government department which is 
responsible for transferring the corresponding amount of foreign exchange. 
These changes appear in the statistical data of creditor countries as an increase in 
claims on die government and a decrease in claims on the private sector. In each 
instance, there is a related change in the sectoral debt stock but die aggregate 
measure of resource flows will not indicate a refinancing unless there is a special 
entry to record a shift between sectors and facilitate a reconciliation between 
debt stocks and debt flows. There may also be a sectoral shift in the debtor 
country if the official sector assumes a private debt. It should be emphasized that 
the entries made refer to a change in ownership within the boundaries of the 
creditor or debtor country, and not an international movement of funds. The 
same principles apply to the rephasing of maturities of external loans, or “re¬ 
scheduling” in the technical sense. In this case, however, since the loans r emain 
in existence, the problem of inter-sectoral shifts does not arise. 

Rescheduling 

In die balance of payments framework, the definition of debt rescheduling is a 
formal deferment of debt service payments with the application of new maturi- 
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ties to die deferred amounts. The balance of payments accounting for reschedul¬ 
ing depends on the accounting period in which die debt service obligations fall 
due. For rescheduling of obligations past due, that is, when arrears are resched¬ 
uled, the accounting reflects a reduction of arrears and the creation of a new 
loan. In the detailed presentation of the Balance of Payments Statistics Yearbook, 
die entries comprise a debit under short-term capital (other liabilities) for the 
amount of the rescheduled arrears and a credit under long-term capital (drawings 
on loans received). The aggregate presentation of the Balance of Payments Sta¬ 
tistics Yearbook records a change in the nature of exceptional financing—i.e., a 
reduction in arrears financed by a new long-term loan. 4 

For the rescheduling of current obligations, that is, interest and amortiza¬ 
tion as they fell due, the accounting entries in the detailed presentation of the 
balance of payments are, for interest, a debit in the current account under 
other investment income (interest) and, for amortization, a debit in the capital 
account under short- or long-term capital (repayments on loans received), 
depending on the maturity of the original loan. Both amortization and interest 
payments rescheduled appear as a credit under long-term capital in the capital 
account (drawings on loans received). In the aggregate presentation, the 
credit is recorded under the exceptional financing category. This accounting 
framework reflects the reduction of liabilities associated with an existing loan 
and the creation of a new loan, which appears as a balance of payments 
financing item. 

For the rescheduling of obligations not yet due, entries must reflect the 
change in maturities. In principle, the entries should reflect the total amount of 
future obligations rescheduled in the consolidation agreement. However, in the 
case of a multi-year agreement, a rescheduling of obligations due in the future 
often depends on the fulfillment of certain conditions when the obligations fall 
due. In this case, the recommendation for balance of payments accounting is to 
record entries only in the period after fulfillment of the particular conditions. 
Because the definition of balance of payments need does not extend to the 
rescheduling of obligations not yet due, there is no distinction between the en¬ 
tries in the detailed presentation and the aggregate presentation appearing in the 
Balance of Payments Statistics Yearbook. The entries for a rescheduling involv¬ 
ing the conversion of a short-term loan into a long-term loan would be a debit 
under short-term capital and a credit entry under long-term capital. For the 
rescheduling of a long-term loan, both the credit and debit entries would fall 
under long-term capital. 5 

Debt rescheduling in the Debtor Reporting System consists of an agreement 
between the debtor and the creditor to a new schedule of amortization and 
interest terms, applicable to obligations past due or due during a specified future 
period. In die compilation and presentation of the debt data there is a distinction 
between cash flows and imputed flows. Imputed flows reflect rescheduled debt 
service payments, changes in creditor and debtor status and the shift in liabilities 
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from one financial instrument to another as a result of rescheduling and are 
recorded separately in the Debtor Reporting System. Also, in published form, in 
die World Debt Tables, they appear in a special section (Debt Restructuring) to 
complement the cash-basis infonnatioa 

The methodology which the Debtor Reporting System has established for 
recording debt rescheduling differs from the standard methodology for recording 
these transactions in the balance of payments statistics. In die Debtor Reporting 
System, maturities rescheduled in the context of a multi-year rescheduling agree¬ 
ment are recorded as they fall due. By contrast, in the balance of payments 
statistics, unconditional rescheduling of obligations due in die future should 
appear under the period during which the agreement was signed. However, a 
conditional rescheduling which affects obligations due in die future is not re¬ 
corded in the current accounting period but in the period during which the debtor 
fulfills the necessary conditions. This difference in the accounting rescheduling 
hampers die comparability of debt-related flows between the Balance of Pay¬ 
ments Statistics Yearbook and the Debtor Reporting System. 

The OECD 6 defines debt rescheduling (rephasing) as the technique under 
which legal effect is given to a revised schedule which defers principal and 
interest payments on one or more loans, each of which retains its identity, 
while the creditor remains unchanged. The use of the term “multiple resched¬ 
uling” occurs when the same creditor incorporates the maturities (including 
arrears) of more than one loan in a single new loan to the same debtor. For 
statistical purposes, a multiple rescheduling receives treatment similar to a 
refinancing loan. In the OECD’s debt database, account is taken of the re¬ 
scheduling (rephasing) by altering the repayment schedule of the particular 
loans. Reporters are asked to notify the action in their reports to the Creditor 
Reporting System. 7 

Notes 

1. External Debt: Definition, Statistical Coverage and Methodology, Bank for Interna¬ 
tional Settlements, International Monetary Fund, Organization for Economic Co-operation 
and Development and World Bank (Paris: OECD, 1988). Copies (no. 44263, 1988) may 
be obtained from OECD Publications, 2 roe Andr6-Pascal, 75773 Paris Cedex 16. 

2. The Berne Union is also a member of the IWGEDS, but it does not publish data 
relating to external debt or debt flows. 

3. Statistics on External Indebtedness (semiannual): Bank and trade-related non-bank 
external claims on individual borrowing countries and territories. 

4. The balance of payments is presented in two formats in die Balance of Payments 
Statistics Yearbook, viz. the detailed and the aggregated presentations. The former shows 
die balance of payments components according to the standard classification recom¬ 
mended in the Fund’s Balance of Payments Manual and the latter according to certain 
analytic concepts. The aggregated presentation identifies, inter alia, exceptional financing, 
which denotes any other arrangement by the authorities (or by other sectors encouraged 
by the authorities) to finance balance of payments needs. 
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5. An agreement that not only includes past and current maturities but also provides 
for the rescheduling of maturities that will be due in the future. 

6. For DAC reporting, the net amounts rescheduled, which include capitalized inter¬ 
est, are reported as a commitment Since the principal amounts rescheduled were out¬ 
standing and remain outstanding, no actual disbursement takes place, while the net flow of 
principal is zero by definition. Therefore, no disbursement entries are required in respect 
of rescheduled principal. However, as capitalized interest is a new obligation of the 
borrower, its amount should be shown as an amount disbursed, typically under the official 
sector, although private sector credits too may be rescheduled (in the sense of rephasing). 

7. [This section continues with similar analyses of refinancing, debt conversion, debt 
buybacks, arrears, and interest and fees.—Ed.] 





_Part VI 

Uses of the Accounts in 
Empirical Model Analysis 





Introduction to Part VI 


One of the more scientific outgrowths of Keynesian economics has been the 
development of empirical macroeconomic models—that is, the representation of 
economic behavior in systems of equations that have been statistically fitted to 
actual economies. Although Keynes himself was a theorist, his models seemed 
capable of statistical fits, and Keynes, in the 1950s, inspired his followers to 
move in this empirical direction. 

As macroeconomic modeling developed in the ensuing decades, the models in 
the United States grew in size and complexity. This growth was supported by 
major improvements in econometric technique and increasingly sophisticated 
computers. And macroeconomic data resources were expanding as well. Among 
these resources were the new flow-of-fimds accounts. So in the 1960s, when 
model builders wanted a more elaborate treatment of the financial system in their 
models, a conjuncture with flow-of-funds analysis was natural. The readings in 
this Part trace the ensuing developments. 

I am not an econometrician. My problem as a practitioner is how to obtain 
what is useful in this rather academic conjuncture despite my not understanding 
technically much of its detail. So I have tried to select pieces that would com¬ 
municate well to practitioners. And I have not hesitated to remove technical 
econometric or mathematical material where it was not essential to the purpose 
at hand. 

The first selection in Part VI is an early (1958) starting point from the flow- 
of-fimds side. Its model is an accessible one that nevertheless foreshadows later 
developments. It focuses on the major financial flows in a condensed but for¬ 
mally complete flow-of-fimds matrix. The model contains no liquidity prefer¬ 
ence apparatus; its two interest rates are determined by market supplies and 
demands for loanable funds. The supply of mortgage funds to consumers is 
rationed, and this influences new housing expenditures. An exogenous money 
stock represents Federal Reserve policy. The various sector submodels are sim¬ 
ply crude interpretations of the data behavior and do not represent the application 
of particular economic theories. 

On the model-building side the starting point is the Klein-Goldberger model 
(1955).' This model was the first econometric incorporation of the Keynesian 
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system, containing about twenty simultaneous equations. The financial part of 
the model was a modest one, grounded in Keynes’s liquidity preference theory. 
There are two liquidity preference equations, one for business and one for house¬ 
holds. Also, die model contains both short- and long-term interest rates related 
by a term structure equation, the long rate being a function of past values of the 
short rate. As a final alteration of Keynes, the supply of money is represented by 
excess bank reserves. Despite these changes it is clear that the roots of the model 
lie close to the Keynesian system, and it has not been included here. 2 

As we enter the 1960s the stage is set for the meeting of flow-of-funds and the 
mainstream of macro model building. In 1960 a major project was begun—the 
Brookings model project—under the direction of James Duesenberry and Law¬ 
rence Klein to assemble a large quarterly econometric model of the United States 
for the analysis of business cycles. 3 The work on its financial submodel was 
headed by Frank de Leeuw, then with the Federal Reserve Board staff. His 
resulting financial submodel is our second selection. 4 

De Leeuw aims to present in model form a more detailed picture of the 
operation of the financial system than is provided by the simple liquidity prefer¬ 
ence system. His strategy is to analyze both the supply and the demand for 
money. His system is expressed in terms of three “markets”—the markets for 
free reserves, demand deposits, and time deposits. Adjustments in these three 
markets are related to three interest rates—the yields on three-month treasury 
bills, long-term U.S. securities, and commercial bank time deposits—all of 
which are determined by the model’s six equations. 

The heart of this model and its main novelty is its treatment of free re¬ 
serves. 5 A reserves identity equation (equation 26.1.1 in Figure 26.1) that 
contains the exogenous monetary policy variables is interpreted to be a sup¬ 
ply equation serving the three financial markets, including that for free re¬ 
serves. The demand for free reserves is determined by the banking system’s 
response to its reserve position and is related to deposit growth and the 
treasury bill rate. The supply and demand for free reserves basically deter¬ 
mine the treasury bill rate in the model. 

One feature of the de Leeuw model with a long-lasting influence is his use of 
the interest rate term structure to model relations among financial markets. This 
device has come to be used as a simple way to move from a rate whose determi¬ 
nation is specifically modeled to other rates without having to model the other 
financial markets. Unfortunately, this device necessarily assumes that the term 
structure remains constant. 

What progress was made by the de Leeuw model as a whole in describing the 
U.S. financial system? Most centrally he provided a within-the-model (endoge¬ 
nous) explanation of the money stock and both short- and long-term interest 
rates. His model also contains as exogenous variables all the major Federal 
Reserve policy instruments. And as the simulations in die article indicate, die 
model tracks the financial system reasonably well. 6 On the other hand, the model 
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focuses heavily on the banking system; nonbank financial institutions and major 
financial markets such as the mortgage market are notably absent In addition, the 
basic mechanism remains liquidity preference oriented. For example, die treasury 
bill rate is determined indirectly, without benefit of supply-and-demand analysis 
of the treasury bill market itself. Nevertheless, the bank reserves model—as his 
type of model came to be called—has remained a very durable one. 

The Brookings model into which the de Leeuw submodel fitted was a quar¬ 
terly model containing two hundred or more equations. By 1970 a number of 
such large models were in existence. Three others that contained substantial 
financial submodels were: the FRB-MIT model (Modigliani, Ando, et al.), die 
Wharton model (Klein et al.), and the DRI model (Eckstein et al.). 7 These finan¬ 
cial submodels all begin with a de Leeuw-like bank reserves model—that is, 
they begin with a money market determination of a short-term interest rate, and 
this rate is used to determine other interest rates by means of term structure 
equations. Beyond this the models go their own individual way, adding financial 
markets to further trace policy impacts. These may include the mortgage market, 
the bank loan market, and financial market impacts on household net worth. So 
the mainline econometric models were moving into financial representation in 
roughly parallel ways. 8 

This path of model development was not without its critics. From a social 
accounting viewpoint the famous “Pitfalls” article by Brainard and Tobin is 
important, presenting a powerful case for greater attention to social accounting. 9 
The model builder must ensure that social accounting equalities—both in level 
and flow form—must balance, not only in equilibrium but also in every period in 
a dynamic adjustment. Each causal relationship needs to be consciously related 
to the other social accounting entries it necessitates. Along the same lines, Christ 
is even more pointed about the main financial models, declaring none of die nine 
he examines to be properly specified in these respects. 10 

The next reading, the Bosworth/Duesenberry model, confronts some key fi¬ 
nancial features of the main line models. Most central is the Bosworth/ 
Duesenbeny rejection of the liquidity preference framework for the key short¬ 
term interest rate determination. They insist that a proper understanding of the 
financial system requires separate treatment for each financial market; the supply 
and demand for each instrument—other than money—is to be addressed. 

Secondly, Bosworth/Duesenberry take a rather pragmatic view of whether 
stocks or flows should be emphasized in financial market analysis. The standard 
theoretical approach of portfolio balance theory is conceived in terms of instru¬ 
ment stocks. Practitioners, on the other hand, might well regard current flows of 
the instrument as more influential, say, in determining current interest rates. 
Bosworth/Duesenberry see this as a problem to be settled empirically rather than 
by theoretical guidance. In the end their model leans toward flows as being 
dominant in short-run financial adjustments. 

Finally, Bosworth/Duesenberry represent a new level of attention to the social 
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accounting aspects of their model. As I understand their position, they regard the 
main technical suggestions for ensuring balances—such as those of “Pitfalls”— 
as not econometrically feasible. They use instead a system of residual acquisi¬ 
tions (or issues) to bring each sector and each financial market into accounting 
balance. The reader is left to judge the realism of their choice of residual items. 

The Bosworth/Duesenberry model marks a major new integration of flow- 
of-funds analysis and econometric model building. A balanced treatment is 
accorded the whole spectrum of financial assets and liabilities in U.S. finan¬ 
cial markets. The model is outstandingly successful in the amount of realistic 
financial detail it incorporates. And as a later article demonstrates, its aim of 
facilitating a model analysis of institutional and regulatory change is quite 
fully realized." 

A somewhat different attack on the financial core of the mainlin e models is 
embodied in Benjamin Friedman’s work. He finds the term-structure approach to 
die determination of long-term interest rates to be unsatisfactory. Instead he 
proposes a loanable funds model of the U.S. corporate bond market, a model 
containing specific supply-and-demand equations for the various marketer 
groups and that solves for the bond yield. Thus, a straightforward flow-of-funds 
approach to the market. The model is so designed that it can become a submodel 
in the large MPS model. So Friedman is able to run simulations with the MPS 
model, including either its term structure equation or his bond model to observe 
how much the MPS model results change by using the new approach to the bond 
yield. This would seem to be a most useful device for the exploration of model 
improvement. 

In die article at hand Friedman is not specific about the fitted equations in his 
model, so a few examples may be illuminating. The arguments in the corporate 
sector supply of bonds equation include: the corporate sector opening cumulated 
deficit (a liability level), the sector’s current period deficit (a liability flow), the 
current and lagged bond and commercial paper yields, the current and lagged 
consumer price index, common stock prices, corporate equity retirements, and 
the corporate sector’s opening short-term debt outstanding. The lagged rates on 
this list relate to the modeling of expectations. The arguments in the life insur¬ 
ance sector demand for bonds equation include: the life insurance opening port¬ 
folio level, the sector’s current period investible flow, the current and lagged 
bond and residential mortgage yields, lagged common stock prices, and the 
opening stock of commercial mortgages. Frie dman has designed an econometric 
model within which he can insert those variables that, based on empirical judg¬ 
ment, are the most influential on the demand or supply of a particular sector. 
Being able to vary the argument list to suit the sector is a valuable flexibility. 
And indeed, the model performs well in tracking the corporate bond yield. 12 

As Friedman’s simulations demonstrate, the insertion of his bond model into 
die MPS model markedly changes its behavior. This is because die bond yield 
can now respond to a new variety of market forces—not merely the short-term 
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yield—and because in the MPS model the bond yield is a key channel of influ¬ 
ence on GDP expenditures. For example, when a policy simulation alters die 
corporate need for external finance or alters the household availability of investi- 
ble funds, these forces will alter the bond yield and thus provide new types of 
influence on the model’s nonflnancial economy. In addition, such a model opens 
the way for the model analysis of debt management policies. 13 

For a number of years during the 1970s James Tobin and several colleagues 
were developing a general equilibrium model of the economy, one that was to 
integrate full accounts of both the financial and nonflnancial parts of the econ¬ 
omy. 14 The analysis included here is a 1980 progress report, a presentation of 
their empirical work on the financial institution and household sectors. But the 
report begins with a useful verbal sketch of their vision as a whole, which 
provides a context for the financial institutions analysis. 1 s 

A most striking aspect of this model is its empirical orientation. Its variables 
all have real-world specifications, many corresponding to those in a flow-of- 
funds matrix. The model is centered upon a portfolio balance analysis of sector 
balance sheets. The sectors are seen to have long-run target balance sheet posi¬ 
tions based on asset yields, which are approached via a sector’s current period 
flows of assets and liabilities. The primary explanatory variables for the asset 
demands are (1) past stocks of assets, past yields, and past capital gains, and (2) 
current saving (or inflows), current yields, and unexpected wealth additions. 16 
The equations involve lag structures that give the model a dynamic adjustment 
process, which is the model’s heart. 

Other key features of the model should be mentioned. Great care is taken to 
meet the “Pitfalls” criteria for assuring a balance in the social accounting rela¬ 
tionships, including the use of all asset yields in each sector portfolio behavior 
equation. Also, an unusual feature is the use of a priori parameter estimates 
blended with those derived from least squares. This procedure no doubt indicates 
the econometric difficulties encountered by the authors. But it needs to be 
stressed that priors, while perhaps subjective, nevertheless do represent empirical 
judgments about parameters. Finally, in the simulation section of this paper we 
are shown an interesting array of the policy impacts that can be analyzed with a 
model containing a full financial structure. 

It does seem to me that portfolio adjustment theory is applied here with 
excessive uniformity among the sectors and financial instruments. For example, I 
am skeptical that treating liabilities as mere negative assets in a portfolio will 
result in an adequate modeling for liabilities. And many transactors may not have 
long-run target balance sheets. More broadly, this is a complex model. Its com¬ 
plexity results partly from the sophistication of its theory and partly from the 
methods adopted to satisfy the social accounting equations. We can sense that 
fitting this model presses the state of econometric technique to its limits. At any 
rate, as far as I am aware, Tobin and his colleagues have not as yet been able to 
offer us a fit to the envisioned model as a whole. 
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The preceding three selections—those of Bosworth/Duesenberry, Friedman, 
and Backus et al.—can be seen as an attempt to alter the way the mainline 
macromodels represent the financial system, altering them in a flow-of-funds 
direction. All three use flow-of-funds variables in models that move away from 
liquidity preference theory and away from interest rate structure equations and 
toward direct modeling of a broad array of financial markets. Seen in this way 
the attempt was, however, not very successful. The major macro models still 
retain a de Leeuw-like money market submodel for the determination of the 
short-term interest rate and use the short rate to derive other rates. 17 

The last reading in Part VI differs sharply from the others. It is representative 
of a new class of empirical models: multicountry models. Their origins can be 
traced back to Project LINK, which began in 1968 under the direction of Law¬ 
rence Klein. The idea was to formally link together the various national models 
to explore the international transmission mechanism. During the 1970s, with the 
advent of flexible exchange rates and the easing of restrictions on international 
capital movements, the LINK research agenda moved toward the modeling of 
capital flows and exchange rates. And in the following decade empirical multi¬ 
country modeling grew far beyond LINK into fifteen or more major projects, 
with varying emphasis on financial features. 

To illustrate the use of flow-of-funds in this area of modeling, we have 
selected an early model of Marwah and Klein that was designed to explain 
international capital flows and foreign exchange rates among six major coun¬ 
tries. In this model the net capital flows are analyzed into nine transaction-type 
categories that closely parallel those in flow-of-fimds accounts, so it is appropri¬ 
ate to include the model here. 

In the Marwah/Klein model structural equations lay out the causal variables 
determining each capital flow and the exchange rate for a country. A country’s 
capital flows are seen to be allocating a portfolio stock, the allocations depend¬ 
ing primarily on (1) the expected differential yield between domestic and foreign 
securities, (2) differential inflation rates, and (3) the balance of payments current 
balance. As the reader discovers, however, modeling factors (1) and (2) involve 
complex analysis of expectations, risks, and forward exchange rates. The same is 
to be said for the modeling of the exchange rate determination. 

The model is fitted using annual data (1972-79) pooled across the six coun¬ 
tries. 18 The pooling implies that the portfolio behavior of the six countries is 
identical. This illustrates the type of adaptation made necessary by not having 
long time series of consistent bilateral capital flow data. The simulations were, 
however, carried out country by country, and Table 30.1 indicates how well die 
model tracks the six exchange rates. 

During the past fifteen years efforts in multicountry modeling have been 
intense. However, the models have moved away from the explicit treatment of 
capital flows. And there has come to be general agreement that the effort to 
endogenize the exchange rate has failed. Also, one senses that the models do not 
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yet track international finance very well. Simulation results are quite diverse . 19 

I have three reactions to die multicountry models. First, die models are loaded 
with simplistic doctrine—for example, die quantity theory of money, liquidity 
preference theory, purchasing power parity, and perfect capital mobility. Use of 
such theory moves the modeling effort away from the immediate empirical deter¬ 
minants of capital flows and exchange rates. Second, die complex problem of 
modeling expectations seems only to have begun. To presume that current expec¬ 
tations can be modeled via mechanical links to die past seems especially naive. In 
die nonfinancial economy we are learning how to observe current expectations via 
surveys of plans and confidence. My third reaction is broader. It may well be that 
not all parts of economies can be successfully modeled. Some parts may behave 
more like evolving historical processes than repeating mechanical systems. 

Notes 


1. Lawrence R. Klein and Arthur S. Goldberger, An Econometric Model of the 
United States, 1929-52 (Amsterdam: North-Holland, 1955). The model was put into 
quarterly form for cyclical analysis by Klein in “A Postwar Quarterly Model: Description 
and Applications” in Models of Income Determination, Studies in Income and Wealth 28 
(Princeton, NJ: Princeton University Press, 1964). Klein has remained a central figure in 
die whole development of macromodels. 
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interest rates are determined by the excess reserves policy variable rather than the liquidity 
preference functions. 
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4. The piece presented here is a 6-equation condensation of the 19-equation sub¬ 
model originally designed for the Brookings model. 

5. There is in fact an actual money market for free reserves, the market for federal 
funds. However, de Leeuw makes no attempt to model the federal funds market, and he 
assumes his free reserves “market” has a zero price. 

6. This is Carl Christ's judgment See Carl F. Christ, “Econometric Models of the 
Financial Sector,” Journal of Money\ Credit, and Banking 3, no. 2, part 2 (May 1971). 

7. The FRB-MIT model evolved over the 1970s into the FRB-MIT-Penn model and 
then into the MIT-Penn-SSRC or MPS model. 

8. See Ronald G. Bodkin, Lawrence R. Klein, and Kanta Marwah, A History of 
Macroeconomic Model-Building (Aldershot, Eng.: Elgar, 1991). 

9. William C. Brainard and James Tobin, “Pitfalls in Financial Model Building," 
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The Flow-of-Funds Matrix in a Model 

( 1958 ) 


i 

This financial model is characterized by three broad features. First, the model 
presupposes that financial markets can be analyzed by means of the flow of 
dollars passing through them in much the same way that nonfmancial markets 
are analyzed in models using flows like consumption and investment As a 
result the model places less emphasis than is usual on price variables such as 
interest rates and on stock variables such as the quantity of money or liquid 
assets. Secondly, the choice of variables for the model is somewhat pragmatic. 
The variables are mainly financial market flows with large year-to-year move¬ 
ments during the post-World War II period. Annual data are available for all the 
variables and quarterly data for most of them. Further, in setting up behavior 
equations major reliance is placed on more or less obvious relations to be found 
in the data. Finally, the model as a whole is built up from its parts. A number of 
submodels are first developed for various sectors, each describing the basic 
financial behavior of the sector. Then these sector submodels are fitted together 
to form the complete model. 

The model deals with the annual flows through four broad financial mar¬ 
kets—federal obligations, corporate securities, bank loans, and mortgages—and 
also with the change in cash balances. There are thus five financial claims in all. 
We focus on the dealings in these claims by five sectors: consumers, corporate 
business, the federal government, a banking sector, and an insurance sector. In 
Figure 25.1 die lower or financial portion of the display of variables shows these 

Reprinted, with permission, from John C. Dawson, “A Cyclical Model for Postwar U.S. 
Financial Markets,” American Economic Review 48 (May 1958): 145-57. 
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five sectors and transaction types. The letters in these cells represent financial 
flows that are to be variables in the model. Each one represents the net 
increase in the holding of (use) or liability for (source) a particular claim by a 
particular sector. 

Income and product circuit variables are the prototypes for the nonfinancial 
expenditure and receipt variables in the upper portion of the display. In general 
these variables are considered given and so are the sector surpluses or deficits 
that can be computed from them. The submodel for each sector will focus on 
how die sector finances this deficit or disposes of this surplus. 

We first consider die corporate submodel. How does the corporate sector 
finance its deficits? Corporations borrow in two main ways: by security is¬ 
sues and bank borrowing. We shall assume that net security issues are solely 
a direct function of corporate fixed investment and that bank borrowing is 
similarly related to corporate inventory investment. Corporations obtain the 
rest of their funds (and dispose of any extra borrowing) in the submodel by 
variations in their holdings of federal obligations, the increment to such hold¬ 
ings being large when there is less need for borrowing, and the increment 
being small (perhaps negative) when funds are needed. The increment to 
corporate cash is assumed constant. 

In this corporate submodel the volume of security and bank loan borrow¬ 
ing depends entirely on the corporate demand for such funds. What about the 
influence of supply conditions in these markets? In the corporate security 
market we expect a tightening supply of funds to be reflected in tighter 
borrowing terms, including a rising interest rate. But corporate business is 
dominated by large corporations that are usually able to float securities even 
in the tightest market, if they so desire. If, in addition, the high interest cost 
does not influence corporate investment or the choice among our financing 
methods, we have the model formulation. 

In die bank loan market, also, it seems probable that the demand for funds 
will predominate. But bank credit rationing—not merely high loan rates—may 
be expected when bank lending capacity is being pressed. However, such ration¬ 
ing is not easily observed in the post-World War n data, and it has not been 
incorporated into the model. 

In the postwar period the bulk of the temporary variation in corporate financ¬ 
ing, particularly that resulting from inside fund movements, has been cushioned 
by holdings of federal obligations rather than cash. High postwar interest rates 
have provided an incentive for economical cash balance management. As a 
result, the corporate cash increment in recent years has been small and stable and 
we have assumed it constant in this submodel. Unfortunately, the revised flow- 
of-funds data for recent years in the October 1957 Federal Reserve Bulletin 
make this assumption less tenable than do earlier data. 

The submodel for the federal government assumes that changes in the federal 
deficit will be reflected dollar for dollar in changes in the net issue of federal 
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Figure 25.1 Variables and Equations 

I. Display of Variables. All the variables used in the model with the exception of two are 
presented in the condensed flow-of-funds summary matrix below. The exceptions are r«, 
an average of the interest rates for federal obligations and corporate securities, and r*, 
the difference between the interest rates for federal obligations and corporate securities. 


Display of Variables 
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* Variable is assumed negligible. 

f Variable is assumed constant. 

1 Product expenditures are consumer new housing expenditures (H t ), new consumer durable 
expenditures (D e ), corporate fixed investment (F*), corporate inventory investment (/»), 
and federal government purchases of goods and services (G g ). 

* Non financial receipts, net for each sector equals total nonfinandal receipts less non- 
financial expenditures other than product expenditures. 

Note: The definitions of all sectors and transaction types are taken from the Board of 
Governors of the Federal Reserve System, Flaw of Fuads in Ike United States 1939-1953, 
except that the banking sector here excludes mutual savings banks and the postal savings 
system. The rate on federal obligations used in Appendix A is the average of the rates on new 
bill issues and long-term bonds, old series. The corporate security rate is Moody’s for total 
corporate bonds. These data appear in the Federal Reserve Bulletin . 

II. Exogenous Variables. All nonfinandal expenditure and receipt variables in the display 
are exogenous except H c . Financial flows and in effect m« and L are exogenous (see 
IV. Accounting Equations). The surplus for consumers (Y e —H e —b 9 ) is exogenous. The 
surplus or deficit for all other sectors is exogenous since it can be computed from the 
exogenous nonfinandal variables for each sector. 

III. Endogenous Variables. All financial flow variables in the display except m», m«, and f 9 
are endogenous. Also, r«, n> and H e are endogenous. There are 15 endogenous variables 
in all. 

IV. Accounting Equations. There is a budget equation corresponding to every sector column 
and a transaction type equation corresponding to every row in the display. All flows of 
missing sectors and missing financial transaction types are assumed constant. Thus, each 
sector’s total sources is assumed to differ from its total uses by a constant. And each 
transaction type’s total sources is assumed to differ from its total uses by a constant. 

The model uses the 10 accounting equations corresponding to the financial portion of 
the display. Of these 10 accounting equations, 2 solve immediately, being the only 
unknown m the A currency and deposits row and f § being the only unknown in the federal 
government column. There remain 8 accounting equations, 7 of which are independent. 

(continued on page 370) 
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Figure 25.1 (continued) 
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* These equations are used to provide the illustrative data used in the text. The 
parameters in these linear forms are graphically determined from the lines arbitrarily 
placed on the scatter diagrams in Appendix A. This procedure is intended merely to give 
a very rough approximation of the magnitudes involved and to show some evidence in 
support of the model’s behavioral assumptions. 

VI. Solution Procedure. (Note: Prior to the formal solution of the model, the currency and 
deposits equation has solved for m e and the federal government budget equation has 
solved for f a .) Equations (1), (2), and the coiporate budget equation solve for lb, Sb,fb- 
Equation (5), the bank budget equation, ana the bank loan market equation solve for 
le, lm,fm. Equation (3), (7), the insurance budget equation, and the sum of the corporate 
security and federal obligation market equations solve for r a , &»,/«+$«,/*+$». Equations 
(4), (8), and the corporate security market equation solve for s e , s% , u. The mortgage 
maiket equation solves for b c and equation (6) solves for H e . Equation (7) solves for/, 
and the insurance budget equation solves for /<. 

obligations. The federal cash increment has been small in most years since 
World War II and we neglect its movements as well as federal activity in other 
financial markets. 

The banking sector in the model consists of a consolidation of all commercial 
banks, the Federal Reserve System, and Treasury Monetary Funds. The sector 
has changes in currency and (demand and time) deposit liabilities—which we 
shall consider to be the money supply—and corresponding changes in portfolio 
assets in die form of federal obligations, corporate securities, mortgages, and 
bank loans. We shall assume that the Federal Reserve controls the movement of 
the total currency and deposit liabilities and thus the change in the total size of 
die banking sector’s portfolio. As a consequence, the commercial banks have 
discretion to change only the composition and not the size of the banking 
sector’s portfolio. They substitute one financial asset for another. 

Banks give first priority to satisfying bank customer loans and they will 
liquidate federal obligations, if necessary, in order to do so. The year-to-year 
movements of bank lending on account of mortgages and securities are minor 
in comparison to bank loans and we have elected to disregard them. In sum¬ 
mary, we have a model banking sector whose increments in currency and 
deposit liabilities and total bank credit are determined (exogenously) by the 
Federal Reserve; whose lending on account of bank loans meets in full the 
demands of borrowers; whose increment to security and mortgage holdings is 
constant; and whose lending on account of federal obligations is residually 
determined. 
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We shall take account of only one other financial institution in the model: 
insurance companies. Mutual savings banks, savings and loan associations, and 
private pension funds specialize in only one or two of our financial instruments, 
minimizing die possibility of portfolio shifts. Their portfolio items show rapid 
growth but relatively little cyclical movement. 

The insurance submodel assumes that insurance companies have a given sur¬ 
plus, roughly equal to their premium and investment income less benefit pay¬ 
ments and operating costs, which is allocated among acquisitions of mortgages, 
corporate securities, and federal obligations. In contrast to banks, insurance com¬ 
panies are not in business to make a particular type of loan. Their portfolio 
policy favors the instrument whose rate of return is relatively high. But their 
reactions show considerable inertia; the favored instrument will merely attract 
somewhat more than its usual share of the annual surplus. 

In determining their mortgage purchases, insurance companies take all the 
conventional mortgages obtainable; in recent years the rates on conventionals 
have been high enough to make them continuously attractive. But die large 
year-to-year movements in insurance mortgage acquisitions are found in govern¬ 
ment underwritten mortgages, which, with their lower and less flexible rates, 
must compete with securities for a place in the insurance portfolio. If the rate on 
government underwritten mortgages is well above the rates on other securities, 
mortgage acquisitions will tend to be larger than usual. Since this mortgage rate 
is less flexible than the rates on other securities, the movement of this differential 
can be judged by the movement of the other rates. Thus, we assume insurance 
acquisition of mortgages to vary inversely with an average of die corporate 
security and federal obligation rates. 

In deciding their net corporate security purchases, insurance companies 
presumably make one rate comparison with mortgages and another with fed¬ 
eral obligations. Thus, the insurance acquisition of corporate securities is 
assumed to vary directly with both the average of the corporate security and 
federal obligation rates (for the security-mortgage comparison) and the dif¬ 
ference between these rates (for the security-federal obligation comparison). 
These interest rate variables will be referred to as the average rate and the 
rate differential. The remainder of the insurance surplus is assumed to go 
into—or out of—federal obligations. 

What does our last sector, consumers, do with its surplus, i.e., with the finan¬ 
cial portion of its saving? Since consumer financial information is rather scarce 
and inaccurate, we are forced to rely rather heavily on the imagination here. 
Consumers both lend and borrow extensively at the same time. Presumably the 
consumers who borrow are different from the consumers who lend. Let us as¬ 
sume die consumer sector consists of two groups: a small rich group and a large 
poorer group. 

The rich group has a large nonfinancial surplus, which we may guess is 
placed to some extent into cash but mainly into federal obligations and securi- 
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ties—including state and local obligations with which our model does not deal. It 
seems likely that this group manages its portfolio carefully and responds to 
interest rate levels and differentials in doing so. We assume that rich consumers 
step up their placement of funds in securities as the average interest rate rises, 
and also that they will favor corporate securities over federal obligations in this 
placement when the corporate rate is high relative to that on federal obligations, 
i.e., when the rate differential is high. 

The large poorer group, on the other hand, does the bulk of the mortgage and 
bank borrowing done by consumers. The mortgage borrowing we assume related 
to new housing expenditures, the bank borrowing to consumer durable expendi¬ 
tures. 1 The poorer group places funds in financial assets, too, but we guess this 
group to be lethargic in managing its financial assets, tending merely to let its 
spare income pile up in the form of cash or close substitutes for cash. This 
provides the basis for one feature of the model as a whole: cash drains to 
consumers. Because the cash increment of every other nonbank sector is as¬ 
sumed constant, any change in the money supply increment will be reflected in a 
corresponding change in the consumer cash increment. 

When we combine our rich and poorer groups, the consumer submodel 
ends up with four behavior equations: consumer mortgage borrowing directly 
related to new housing expenditures, consumer bank borrowing directly re¬ 
lated to new consumer durable expenditures, consumer acquisitions of federal 
obligations plus corporate securities directly related to the average rate, and 
corporate security acquisitions directly related to both the average rate and 
the rate differential. 


n 

The details of the particular way we have put the submodels together appear 
in Figure 2S.1. In summary, for the model as a whole there are 14 endoge¬ 
nous financial variables, 12 financial flows in the Figure 25.1 display (all 
financial flows except m„, m c , and f g ), and two interest rate variables (r a and 
/•</). But there are 15 independent equations, 8 behavior equations, and 7 
independent accounting equations from the financial flow matrix. We have 
chosen to equate the number of unknowns and equations by making new 
housing expenditures an endogenous variable. To justify this step, we must 
briefly digress. 

In the model when an exogenous expenditure variable is tightly tied to a 
borrowing instrument, the demand-for-funds side of the particular financial 
market is played up. Such an arrangement would fit well the situation of 
financing housing purchases via conventional mortgages where, as we have 
indicated, the supply of funds accommodates to the demand. But in govern¬ 
ment-underwritten mortgages—wherein lie most of the postwar cyclical 
movements—demand for housing and mortgage funds on such easy terms has 
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been plentiful, and the supply of funds seems largely to have determined the 
mortgage flow. Making housing expenditures endogenous in die model will 
emphasize the supply side of the mortgage market. 

Our model is, then, one containing IS equations and endogenous variables. 
But instead of the 15 equations solving simultaneously, we are able to follow 
chain-like paths through the equations, occasionally coming to small groups of 
equations that are simultaneous. If our model had more simultaneity, there 
would be more room for mutual adjustments among the sectors and markets, 
but, paradoxically, we would see less of the mechanics of how such adjustments 
take place. 

To trace through the solution, we start with the exogenous expenditure vari¬ 
ables. Corporate fixed investment determines the dollar volume of corporate 
security issues, i.e., the corporate demand for security funds. Similarly, corporate 
inventory investment determines corporate bank borrowing. Given the corporate 
deficit, these two financial flows will determine the volume of federal obliga¬ 
tions that corporations must buy or sell to balance their budget, and the corporate 
column is solved. 

The bank loan market is next. Banks in the model meet in full the demand for 
bank loans by corporations and by consumers, the latter as determined by the 
exogenous consumer durable expenditures. This bank lending, together with the 
given change in the money supply, will determine bank sector acquisition or 
liquidation of federal obligations. As we noted above, the federal government 
sector is already solved, exogenous expenditures and receipts determining the 
net volume of federal obligations issued or retired. 

Consumers and insurance remain. We think of these sectors as savers —as 
absorbers of financial instruments. In the model these sectors must absorb the 
excess of what has been issued in the federal obligation and corporate security 
markets over what has been absorbed by banks, corporations, and the federal 
government. If we view the markets for federal obligations and corporate securi¬ 
ties as a single combined market—the capital market—we have both the supply 
of securities that must flow through this market and the demand for these securi¬ 
ties by consumers and insurance as functions of the average interest rate in the 
market. 2 These equations solve for the volume of capital market securities taken 
by each of consumers and insurance, the average interest rate, and the volume of 
insurance funds remaining for mortgage acquisition. This capital market solution 
is the heart of the model. 

The remainder of the solution proceeds in two directions. On die one hand, 
the mortgage lending by the insurance sector determines mortgage borrowing by 
consumers and hence their housing expenditures. On the other hand, the individ¬ 
ual corporate security and federal obligation markets within the capital market 
must be solved for. In the model the rate differential between these two instru¬ 
ments will adjust sufficiently to induce the required purchases of each instru¬ 
ment. This completes the solution. 
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m 

To put the model through its paces, we ask: How do cyclical movements in 
nonfmancial markets impinge on financial markets, and how does monetary 
policy influence die result? 

Assume a 5 billion dollar step-up in corporate fixed investment Various 
income circuit flows will be generated by such a boom, and we must make some 
assumptions about what they do to our sector surpluses and deficits. For corpora¬ 
tions, perhaps 2 billion of die 5 will be financed by increased inside funds and 
the remaining 3 by an increased deficit. If so, other sectors must increase their 
surpluses by 3 and we will assume this increase concentrated with consumers. 
For the moment we hold unchanged the increment in the quantity of money. 
What happens to financial markets in the model? 

The corporate fixed investment increase of 5 involves a step-up in net security 
issues of, let us say, 2. 3 But since the corporate deficit rose 3, corporations will 
obtain an additional billion of funds by liquidation (or reduced acquisition) of 
federal obligations. So 3 billion in capital market securities must be absorbed by 
consumers and insurance, since banks and the federal government are not af¬ 
fected. Perhaps .8 is taken by die insurance sector—being accompanied by an 
equal step-down in insurance mortgage acquisitions—and 2.2 taken by consum¬ 
ers. But in the process, the average interest rate rises 0.4 percent The rate 
differential will also have to adjust to favor the corporate securities enough for 2 
of these securities to be absorbed by consumers and insurance as against only 1 
of tire federal obligations. Finally, the reduced flow of mortgage credit to con¬ 
sumers will reduce their housing expenditures by a roughly equal amount The 
increase in die consumer surplus of 3 assumed at the start goes into a 2.2 
increase in capital market security acquisitions and a reduction in mortgage 
borrowing of .8. 

But suppose the monetary authorities had allowed a larger increment in the 
quantity of money? Since this type of boom involves no increased demand for 
bank loans, further bank credit expansion would be via the acquisition of federal 
obligations. Added purchases of 3, for example, would enable banks to purchase 
die billion liquidated or turned away by corporations phis 2 more in addition. 
There would now be no increase in the total capital market securities to be 
absorbed by consumers and insurance, who must absorb 2 more in corporate 
securities but 2 less in federal obligations, die latter going to banks. So the 
average rate does not rise, although die rate differential rises in order to favor the 
absorption of the corporates. For the capital market as a whole, instead of con¬ 
sumers and insurance acquiring additional capital market securities at higher 
rates, banks absorb diem and consumers advance the funds to banks by absorb¬ 
ing additional cash. Since the insurance sector does not step up its acquisition of 
capital market securities, the insurance flow into mortgages is maintained. We 
may say that die effect of the easier money policy during this boom is to ease 
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both the mortgage market (the flow of mortgage credit being maintained) and the 
capital market (the average interest rate not rising). But tightness remains in the 
corporate security portion of the capital market, judging by die rate differential. 

A second force influencing the financial effects of a boom in the model is the 
operation of die income circuit as reflected in the sector surpluses and deficits. In 
the case of the corporate fixed investment boom, if, instead of a corporate deficit 
increase of 3 and a corresponding consumer surplus increase of 3, there is no 
change in any sector’s surplus or deficit, the financial effects of the boom are 
rather different The fixed investment increase of 5 still causes corporate security 
issues to increase by 2, but with no change in the corporate deficit, corporations 
at the same time absorb additional federal obligations of 2. There is no overall 
increase in capital market securities that consumers and insurance must absorb. 
Although die rate differential rises, the boom does not tighten the capital market 
as a whole—the average interest rate does not rise—and the flow of mortgage 
funds to consumers is maintained. When corporations or the federal government 
can absorb additional federal obligations because of reduced deficits, the capital 
market is eased, just as it is when banks are enabled to do so by an easing of 
monetary policy. 

A brief contrast may be made with other types of booms. Consider a corpo¬ 
rate inventory investment increase of 5 billion. Let its retain the same original 
assumptions of a growth in the corporate deficit of 3 and a constant increment 
to the quantity of money. The increased inventory investment of 5 will lead to a 
step-up in bank borrowing of, say, 4 —more nearly dollar for dollar than in the 
case of fixed investment—which will force banks to reduce acquisitions of 
federal obligations by 4. Corporations, on the other hand, borrowing 4 more in 
bank loans and only having a deficit increase of 3, will add a billion to their 
acquisitions of federal obligations. So the capital market is faced with absorb¬ 
ing only 3 of the 4 liquidated or turned away by banks. The results for the 
capital market as a whole are identical with the fixed investment case (average 
interest rate rising by 0.4 percent, etc.). But since the inventory boom involves 
placing only added federal obligations and not corporate securities, the rate 
differential will narrow. 

A consumer durable boom is similar to an inventory boom in that the effect 
on financial markets comes via banks and their increased liquidation or reduced 
acquisition of federal obligations. But a consumer durable boom of 5 billion 
would involve stepped-up bank borrowing by consumers (both directly and via 
financing firms) of perhaps only 1 billion. In such circumstances the income 
circuit effect of the durable expenditures on sector deficits and surpluses is likely 
to influence financial markets mote strongly than the consumer borrowing itself. 

The model can also be used to trace tire impact of federal fiscal policy on 
financial markets. We could, for example, demonstrate that the financial effects 
of increasing the federal deficit depend importantly on which sector absorbs the 
additional federal issues. But we must conclude. 
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Our model analysis might be summarized as follows. Corporate and consumer 
expenditure booms that are not accompanied by increased bank credit expansion 
will result in a tightening of financial markets in the model. In the capital market 
this tightening takes the form of an increased average interest rate accompanied 
by an increased flow of funds through this market as a whole. In the model’s 
mortgage market this tightening is reflected in a reduced flow of funds passing 
through the mortgage market to consumers. 

But various types of expenditure booms in the model do affect financial 
markets differently. The corporate fixed investment boom has its main impact 
on the flow through the corporate security market, and while corporations 
may also obtain funds from federal obligations, the corporate rate may well 
rise relative to the federal obligation rate to favor the absorption of the addi¬ 
tional corporate security issues. On the other hand, the effects of a corporate 
inventory or consumer durable boom are concentrated via banks in the fed¬ 
eral obligation market, and the rate differential will narrow to favor the ab¬ 
sorption of federal obligations. Further, die financial tightening during a 
consumer durable boom of a given dollar size is milder and less certain than 
for either type of corporate boom. 

The financial behavior of the model during these booms can be affected in 
two ways. The first is by changing the monetary policy. If the increment in the 
money supply is allowed to expand, such an easy money policy will ease the 
federal obligation market, the capital market as a whole, and the mortgage mar¬ 
ket. Banks, as a result of die increased expansion, step up their role as financial 
intermediaries, advancing additional funds via loans or federal obligations and 
obtaining additional funds from consumers who are acquiring more cash. In 
general, the effects of a tight money policy would be in die opposite direction, 
adding to the financial tightness caused by the boom itself. Because monetary 
policy has its immediate impact on the federal obligation market and can affect 
the corporate security market only indirectly, the monetary authorities in die 
model are better able to cope with an inventory or consumer durable boom than 
with a fixed investment boom. 

Secondly, the model’s financial behavior is importantly affected by the 
income circuit adjustment of sector deficits and surpluses. To the extent that 
these adjustments reduce the net flow of saving required to pass through 
financial channels from consumers and insurance to corporations or the fed¬ 
eral government, financial markets in the model will not be as tight during 
expenditure booms. 

This model analysis has focused on the impact of monetary policy and fluctu¬ 
ations in the goods and services markets on the financial me chanism. Our con¬ 
clusions are not very novel. But the model does attempt to specify the mechanics 
by which these forces work themselves out in the various financial markets. Such 
an approach may be a first step toward a fuller analysis directed at how monetary 
policy affects the economy as a whole, including nonfinancial markets and ulti- 
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mately die GNP. If the model is on the right track, it can be varied and elabo¬ 
rated in numerous ways. 4 

We hope that this approach will look promising enough to encourage its 
further development This kind of model could be useful, for example, in explor¬ 
ing die financial implications of a particular GNP projection. On the other hand, 
it should be clear that we have been discussing an unverified and partly unspeci¬ 
fied model. One would be rash indeed to use it as the basis for formulating a 
real-world policy. 
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Rgure 25.2 Derivation of Illustrative Behavior Equations* 





New Consumer Durables Expenditures Consumer Acquisition of Securities 


♦Note: For sources, see Figure 25.1. All charts show annual data 1946-56. Figures are in 
billions of dollars unless otherwise indicated. The lines are arbitrarily placed on the scat¬ 
ter diagrams. 
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Notes 

1. Because the model takes no account of flows in trade debt and credit, a consider¬ 
able portion of consumer credit is apparently omitted However, much of this trade credit 
to consumers is extended by financing firms, who in turn obtain most of the funds from 
banks. 

2. The insurance sector budget and die insurance mortgage lending equation combine 

to form this function for the insurance sector. 

3. The figures used are for illustrative purposes only and are obtained from the formu¬ 
lation of behavior equations in Figure 25.1 derived from Figure 25.2. The numerical 
values for flows are in billions of dollars. 

4. For example, bank mortgage acquisitions and corporate cash balance increments 
could be brought into the model. Also, more of the nonfinancial variables could be made 
endogenous. Such steps increase the simultaneity of the model and hence its mathematical 
complexity. Taking account of bank credit rationing and the effects of mortgage lending 
terms on their respective markets is another possibility. And, of course, there is room for 
variation in the sectors and transaction types used. The subsector models would be useful 
individually in more elaborate form even if it woe not possible to integrate them formally. 
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L Introduction 

The model presented below is an outgrowth of an earlier, more extensive model 
of U.S. financial markets. 1 In both models quarterly demand and supply relation¬ 
ships explain “quantities” (stock and flows) and “prices” (interest rates) in finan¬ 
cial markets. Both models are designed to serve as one sector in larger models 
covering the entire economy. But while the earlier model consisted of nineteen 
equations, the present one consists of only six. The earlier model covered mar¬ 
kets for bank reserves, currency, demand deposits, time deposits, U.S. securities, 
and two broad aggregates labeled “savings and insurance” and “private securi¬ 
ties.” The present model deals only with bank reserves, demand deposits, and 
time deposits. 2 

An obvious advantage of the present condensed model over the former larger 
one is that the present model is easier to understand and to incorporate or adapt 
for use in broader models. There are also other reasons for constructing the 
condensed model. The larger model turned out to be very nearly decomposable 
into one group of equations determining bank reserves, deposits, and interest 
rates and a second group of equations relating other financial stocks and flows to 
the interest rates and flows determined in the first group. It seems useful to make 
the approximations necessary to decompose the earlier model completely and 
exhibit the first group of equations independently. 3 The condensed model, fur¬ 
thermore, seems superior to the larger one in at least one respect and not obvi¬ 
ously inferior in others. 


Excerpted, with permission, from Frank de Leeuw, “A Condensed Model of Financial 
Behavior,” in James S. Duesenberry, Gary Fromm, Lawrence R. Klein, and Edwin Kuh, 
eds.. The Brookings Model: Some Further Results (Chicago: Rand McNally, 1969), pp. 
271—315. Technical presentations of regression results for the individual equations and 
some of die simulations have been deleted. 
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Despite these advantages, the condensed model, like the earlier model, is 
better regarded as a set of tentative empirical explorations than as a test of a 
well-developed theory. There is evidence suggesting that there are systematic 
and important influences on financial markets not reflected in the condensed 
model—-or in the earlier one. It remains to be seen which direction of theorizing, 
disaggregation, improved measurement, or more ingenious empirical representa¬ 
tion will provide the best route for improving models of financial behavior. 

The presentation of die condensed model is in four parts. First there is a 
general description of die way in which, according to the model, supplies and 
demands in reserve and deposit markets interact to determine interest rates and 
dollar stocks and flows. A list of variables and final equations appears at the end 
of this section. There follows a presentation and discussion of the regression 
results for individual equations. Tests of die model occupy the next section, 
including a simultaneous solution test of the complete model during the observa¬ 
tion period and predictions of subsequent quarters. 

D. A Summary of the Model 

The condensed model, like the earlier model, estimates the paths of interest rates 
and financial stocks and flows for given movements in two principal groups of 
exogenous variables. The first consists of variables closely controlled (or con¬ 
trollable) by public policy makers: unborrowed reserves, reserve requirement 
ratios, the discount rate, and the maximum rate on time deposits are the principal 
ones. The second consists of the GNP and some of its major components. The 
model does not describe the ways in which financial variables affect the GNP 
and its components; it deals only with the effect of income and expenditures on 
financial demands. The two-stage least-squares procedure used in estimating the 
parameters of the model, however, is one that takes account of the existence of 
simultaneous interaction between financial and nonfinancial variables. 4 

A convenient point of departure for describing the model is the following 
identity: 


RESnb - RESr + RESf 

in which RESnb. RES* and RESr are three categories of bank reserves—unbor¬ 
rowed, required, and free reserves, respectively. The identity is based on three 
definitions: (a) unborrowed reserves equal total reserves minus borrowed re¬ 
serves; (b) total reserves equal required reserves plus excess reserves; and (c) 
excess reserves minus borrowed reserves is the same as free reserves. 

One of the terms in this equation, required reserves, is by definition equal to 
required reserve ratios multiplied by appropriate categories of member bank 
deposits. In the postwar period the ratio of member bank deposits to total depos¬ 
its has been stable enough so that to a close approximation. 
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RESr = 0.84(RRRdd) [DD + DDqf) + 0.82|RRfor]|Dn 

in which RRRm is a weighted average of required reserve ratios against demand 
deposits at different classes of bank, RRRm is the reserve ratio required against 
time deposits, DD and DDgf are net private and federal government demand 
deposits, DT is net time deposits, and 0.84 and 0.82 represent average ratios of 
member bank to total demand and time deposits. 5 

A combination of the two equations, 

RESnb = 0.84[RRRdd1 [DD + DDgfI + 0.82[RRRnrr] [DT] + RESf 

is treated as an identity in the model. 6 It relates three monetary policy vari¬ 
ables— -REShb, RRRdd. and RRRm —to three endogenous variables of the 
model— DD, DT, and RESr —and to die Treasury-controlled variable DDgf- It is 
a supply equation which says that die Federal Reserve System controls die 
supply of a weighted sum of demand deposits, time deposits, and tree reserves. 

Unborrowed reserves is not a variable that the Federal Reserve System can 
control to the last dollar. The “open market” variable that the System can control 
to the last dollar is, of course, its portfolio of government securities (excluding 
capital gains and losses). The difference between unborrowed reserves and Fed¬ 
eral Reserve holdings of government securities consists of the gold stock, cur¬ 
rency, and minor items such as Treasury cash accounts and float, which 
sometimes fluctuate sharply from week to week but have very little effect over 
long periods. Calling unborrowed reserves a policy variable amounts to assum¬ 
ing that die Federal Reserve System can, and often does, offset quarterly move¬ 
ments in die gold stock and in currency. Unborrowed reserves is one of a number 
of more or less plausible “open market” measures. 7 

Corresponding to this supply equation are three demand equations, for de¬ 
mand deposits, time deposits, and free reserves. The public’s demands for depos¬ 
its, both demand and time, are related to interest rates, current income, current 
capital spending, and a weighted average of past GNP as a proxy for wealth. 
Banks’ demands for free reserves are related to interest rates (including the 
discount rate), current changes in deposits and required reserves, and total depos¬ 
its as a proxy for the wealth of the banking sector. Dollar values in each of the 
equations are expressed as proportions of wealth rather than as absolute dollar 
magnitudes. Each of die demand equations has a stock-adjustment form in which 
changes in average holdings from the last quarter to die current quarter depend 
on the level of holdings in the last quarter and on the other explanatory variables. 
The equations are listed at die end of this section. 

If the three demand equations contained only one interest rate (apart from the 
exogenous discount rate), then they would complete a financial model of four 
equations in which demand deposits, time deposits, free reserves, and die single 
interest rate were die four endogenous financial variables. In feet, however, die 
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demand equations involve three interest rates: the rate on long-term U.S. securi¬ 
ties, the Treasury bill rate, and the average yield on bank time and savings 
deposits. To complete the model, therefore, two more equations describing the 
relationships among these interest rates are necessary. 8 

One of these equations describes the way in which banks set the yield on 
time deposits, the principal influences being die yield on U.S. securities and 
the maximum yield on time deposits permitted by die Federal Reserve Sys¬ 
tem. This supply equation for time deposits also has a partial adjustment 
form. The final equation of the model relates the differential between the 
yield on long-term U.S. securities and the Treasury bill rate to (a) past 
changes in U.S. security yields—serving as a proxy for expected capital gains 
or losses; and (b) changes in the maturity composition of the Federal debt. 
This term-structure equation is a reduced form of demand equations for long- 
and short-term U.S. securities. 

A list of variables and final equations of the model concludes this s ummar y 
description: Variables in order of appearance are: 9 

RESf = free reserves of Federal Reserve member banks, average during 
quarter, billions of dollars 

RESm - unborrowed reserves of Federal Reserve member banks, average 
during quarter, billions of dollars 

RES* = required reserves of Federal Reserve member banks, average dur¬ 
ing quarter, billions of dollars 

RRRdd = weighted average of required reserve ratios against demand depos¬ 
its, proportion 

DD = private demand deposit liabilities of commercial banks less inter¬ 
bank deposits, cash items in process of collection, and Federal 
Reserve float, average during quarter, billions of dollars 
DDqp = federal government demand deposits at commercial banks, average 
during quarter, billions of dollars 

RRRm = average reserve ratio required against time deposits, proportion 
DT = private time deposit liabilities of commercial banks less time de¬ 
posit holdings of commercial banks, average during quarter, bil¬ 
lions of dollars 

WLTH — weighted average of recent values of GNP, billions of dollars 
RMqbl = average yield during quarter on U.S. securities maturing or callable 
in ten years or more, percent 

RMbui - yield on commercial bank time deposits, percent 

I'd = disposable personal income, billions of dollars 

/bus - business gross investment in plant and equipment, billions of dollars 

Ico - private nonresidential, nonbusiness construction, billions of dollars 

GNP = gross national product, billions of dollars 

RMahSJ = average market yield on three-month U.S. Treasury bills, percent 
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RMfKB ~ Federal Reserve Bank of New York discount rate, daily average 
during quarter, percent 

RMsam = legal maximum rate payable on commercial bank time deposits 
held six months or more, percent 

ALNPSb = commercial bank holdings of loans and other private securities, 
billions of current dollars 

BF\ - U.S. marketable debt maturing within one year, average during 
quarter, billions of dollars 

BFnm — marketable federal debt of all maturities outside Federal Reserve 
and U.S. government agencies and trust funds, average during 
quarter, billions of dollars 

BFis — U.S. marketable debt of one- to five-year maturity, average during 
quarter, billions of dollars 

M'n = fourth-degree polynomial weights 

Figure 26.1 Final Condensed Financial Sector Equations 


Reserve identity 
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Changes in banks’ holdings of free reserves 
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Changes in the yield on bank time deposits 
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Term structure of U.S. security rates 
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Note Standard errors of coefficients are shown parenthetically. This is a system in six 
equations (and a subsidiary relationship for RESn) and six endogenous unknowns: RES?, 
DD, DT, RMgbs3i RMbdt, and AA/gbl- All other financial variables are exogenous and 
nonfinancial variables are determined elsewhere in the complete Brookings model. 

HI. Individual Equations 
The Public 

Demands for financial assets by the public depend, according to the model, on 
wealth, income, and rates of return. Wealth is not represented directly; instead, a 
moving average of recent values of GNP enters the equations. 10 Income is repre¬ 
sented by two variables: disposable personal income and gross business income 
after federal taxes. Rates of return include interest rates on bank time deposits, 
on Treasury bills, and on long-term U.S. securities. 

Rates of return also include two proxy variables to represent the expected 
return on holding real fixed assets. These proxy variables are (1) current fixed 
capital spending by business, and (2) current spending on consumer durables and 
residential construction, expressed in each case as a percent of the weighted 
average GNP variable just described. High capital spending in relation to 
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weighted average GNP, in other words, is taken to indicate a high expected rate 
of return on capital goods. 11 

Two assumptions about the form of the demand equations complete die speci¬ 
fication of these relationships. The first is that quarter-to-quarter changes in the 
public’s holdings of financial assets represent a partial, rather than a complete, 
adjustment from last quarter’s stock to the stock “desired” in the light of current 
wealth, income, and rates of return. In the equations, this assumption is im¬ 
plemented by letting changes in the stock of a financial asset depend on die 
lagged stock (with an expected negative coefficient), as well as on current levels 
of wealth, income, and rates of return. 

The second assumption is that the equations are homogeneous of degree one 
in all dollar magnitudes. To implement this assumption, the dollar variables in 
each equation (including the dependent variable) appear as ratios to moving- 
average GNP, rather than as absolute dollar magnitudes. Ratios of current in¬ 
come to moving-average GNP, incidentally, correspond to the concept of 
“transitory” income. 

Incorporating all these notions, we have the following equation for die 
public’s holdings of demand deposits: 


ADD 

WLTH 


= + W.DT * L 

+ h D + h AU + h Cp w 

4 WLTH 5 WLTH 6 WLTH 

* , 7 bus + 7 co + u 

7 WLTH 


where symbols not previously defined are: 

Zau = corporate profits after tax but before inventory valuation adjust¬ 
ment, billions of dollars 

Cd = personal consumption expenditures on durable goods, billions of 
dollars 

/cnfr = GNP expenditures on nonfarm residential construction, billions of 
dollars 

and u is a random residual. The signs of b\, In, bj, be, and bj are expected to be 
negative, while those of be and b$ are expected to be positive. The equation for 
holdings of time deposits is of the same form, with the coefficient of the yield on 
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time deposits expected to be positive. An additional interest rate, die Treasury 
bill rate, is assumed to influence time deposit holdings with an expected negative 
coefficient 

There are, of course, a great many alternative specifications of these relation¬ 
ships worth investigating. The specification above omits any measure of price 
changes and of existing stocks of U.S. securities, currency, and other financial 
and real assets. Levels of consumer and trade debt and the ease of obtaining 
credit lines and credit cards are also ignored. Alternative assumptions as to the 
form of die relationship are as consistent with past empirical work as the ones 
adopted. While the demand equations of this model stand up well when com¬ 
pared with some currently popular alternatives, there remain many plausible 
alternatives that have not been tested at all. 

The Banking System 

The condensed model deals with five items in bank portfolios: net private de¬ 
mand deposits; federal government demand deposits; time and savings deposits; 
required reserves; and free reserves (excess reserves less indebtedness to the 
Federal Reserve System). The first two are assumed to be beyond the control of 
banks. Banks are viewed as standing ready, at least in the short run, which is the 
focus of the present model, to accept deposits or withdrawals in whatever 
amount the public and die federal government choose. 

In the case of the third item—time and savings deposits—banks are viewed as 
attempting to control it indirectly by altering the rate of interest they pay to 
depositors. Bank behavior with respect to time deposits is accordingly repre¬ 
sented by an equation in which changes in the yield, rather than changes in the 
amount, is the variable to be explained. The fourth item—required reserves—is 
determined by demand deposits, time deposits, and required reserve ratios, and 
appears as part of the reserve identity. 

The final item, free reserves, is one that the banking system is assumed to vary, in 
the same way that the public varies its holdings of deposits. This is not to say, of 
course, that the Federal Reserve System has no control over free reserves or over 
deposits. The System can indeed, through its policy instruments, set fairly narrow 
limits to the quarterly average amount outstanding of any one reserve or demand 
deposit “target” variable. But this control over some weighted total of amounts 
outstanding by the System does not do away with die demand side of the deposit and 
reserve markets. It means rather that efforts by banks or by members of the public to 
change their deposit and reserve holdings may at times lead, in the aggregate, to a 
bidding up or down of interest rates and ultimately of income and prices, and only to 
a small extent to changes in actual quantities of reserves and deposits. The demand 
equations for free reserves and for deposits continue to describe (to the extent that 
they are accurate) relationships that banks and members of the public strive to 
maintain among reserves, deposits, interest rates, income, and wealth. 
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Bank demand for free reserves, then, is assumed to depend on interest rates, 
short-run changes in deposits less required reserves—a short-run flow that banks 
are assumed to take as a constraint, just as the public is assumed to take its 
short-run income flow as a constraint—and wealth. The interest rates entering 
into the regressions are die discount rate (at the New York Federal Reserve 
Bank) and the three-month Treasury bill market yield. The wealth of the banking 
system is represented by total private deposits. 

As in the equations for the public, all dollar variables are expressed as ratios 
to the wealth variable. The “partial adjustment” framework is again adopted, so 
that current changes in free reserves are assumed to depend on the lagged level 
of free reserves (with an expected negative coefficient), the discount rate and 
the Treasury bill rate (with expected positive and negative coefficients, respec¬ 
tively), and the net change in deposits-less-required-reserves (with an expected 
positive coefficient). 12 

In the original Brookings model financial equations, changes in bank loans, 
like changes in deposits and required reserves, were assumed to be beyond direct 
bank control in the short run, and were incorporated into the short-run constraint 
variable for the banking system. In the present free-reserve relationship, a proxy 
variable for loan demand, business capital spending divided by moving average- 
GNP, was included in some of the regressions, but without significant results. 
Inventory investment or the determinants of inventory investment might be rele¬ 
vant, but were not included. 

The Term Structure of Interest Rates 

The final equation of the condensed model deals with the difference between the 
U.S. long-term rate and the Treasury bill rate—a difference that tells a good deal 
about the term structure of interest rates. It is assumed that U.S. securities of 
different term to maturity are close substitutes, possibly after allowing for a 
stable or slowly changing “liquidity premium.” Movements in expected yields 
(as contrasted to observed current rates) on various securities should therefore be 
parallel in the absence of major shifts in relative supplies. 

The observed sharp changes in the differential between current rates on long¬ 
term securities and on bills are assumed to reflect mainly the fact that the ex¬ 
pected yield on a long-term security in the near future includes not only the 
current rate but also any expected capital gain or loss, while the expected yield 
on a security with a very short term to maturity is simply die current rate. 13 
Movements in the differential between the two rates should reflect mainly move¬ 
ments in expected capital gains or losses on long-term securities. The term-struc¬ 
ture equation of the model represents an attempt to devise a statistical measure of 
these expectations. The equation is a reduced form derivable from demand equa¬ 
tions for long- and short-term government securities. 

To represent expected capital gains or losses on long-term securities, the term- 
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structure equation makes use of a weighted average of recent changes in the long¬ 
term rate. “Average” market expectations about capital gains or losses on long-term 
securities are assumed to be a linear function of recent changes in long-term interest 
rates. A technique devised by Mrs. Shirley Almon has been employed to esti¬ 
mate the weights attached to recent changes, imposing only the restriction that 
weights fall along a polynomial (in this equation, a fourth-degree polynomial). 14 
The technique consists of forming three weighted sums of past changes in the 
long-term rate, and using the regression coefficients attached to these weighted 
sums to calculate the final weights. 

Additional Equations 

The six equations presented so far constitute a self-contained model of financial 
behavior—that is, they relate reserves, deposits, and interest rates to measures of 
income on the one hand and monetary policy on the other. For some purposes it 
may be useful to have a financial model that also explains currency, savings 
shares other than bank time deposits, and U.S. securities, since stocks of these 
assets as well as stocks of demand and time deposits may influence the public’s 
nonfinancial decisions. Demand equations relating currency, savings shares, and 
U.S. securities to income, capital spending, and endogenous interest rate vari¬ 
ables can easily be added to die condensed model. Adding a currency equation, 
furthermore, makes possible the use of the open-market policy variable unbor- 
rowed-reserves-plus-currency as an alternative to unborrowed reserves alone. 


IV. Tests of the Model 

Two tests of the model are described below. The first is a simultaneous solution 
of die model from 1955 through 1962, using actual values of income and mone¬ 
tary policy variables, but letting the model generate the time paths of the endoge¬ 
nous variables. The second is a test against actual developments in the five 
quarters subsequent to the period in which die model was fitted. 

Simultaneous Solution Test, 1955-62 

The first test, corresponding exacdy with a test run on the earlier model, 15 begins 
with actual predetermined variables (income, monetary policy variables, and 
lagged financial stocks and interest rates) as of the fust quarter of 1955, and 
solves the model simultaneously to get calculated values of the endogenous 
variables for that quarter. For the second quarter it uses these calculated values 
as lagged endogenous variables, uses actual income and monetary policy vari¬ 
ables for the second quarter, and solves simultaneously. It continues in this 
fashion through 1962, always using actual income and monetary policy vari¬ 
ables, always using calculated values for lagged endogenous variables, and al- 
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ways solving the model simultaneously rather than dealing with one equation at 
a time. 

Since it refers to the period to which the model was fitted, it is not a test of the 
predictive power of the model. Rather, it is a test of whether (a) using calculated 
rather than actual lagged endogenous values, and (b) solving the model simulta¬ 
neously rather than one equation at a time, causes actual and calculated values to 
drift apart over time or other systematic discrepancies. 

The condensed model performs well in this test—better, in fact, than the 
larger model. As Figure 26.2 illustrates, the calculated values follow general 
levels and turning points of actual values closely, although residuals have obvi¬ 
ous positive serial correlation. The corresponding solution of the larger model 
produced an “extra” minor cycle in a number of the calculated series in 1961 and 
1962 (including the Treasury bill rate and the components of free reserves); but 
the present simulation does not have this shortcoming. 

Prediction Tests, 1963-64 

The second test, also illustrated in Figure 26.2, compares actual values of the 
endogenous variables in the four quarters of 1963 and the first quarter of 1964— 
observations not included in fitting the equations of the model—with two sets of 
calculated values based on the model. Both sets make use of actual initial condi¬ 
tions as of the start of 1963 and actual income and monetary policy variables 
during 1963 and 1964. Both sets are based on simultaneous solution of the 
model, quarter by quarter, with calculated values of the endogenous variables 
used as lagged values in solving for succeeding quarters—like the 1955—62 
simultaneous solution test just described. 

The two sets of calculated values differ in that the first set uses the fitted 
constant terms for each of the final regression equations, while the second set is 
based on constant terms adjusted for the amount of error in each relationship 
during the last quarter of 1962. Holdings of demand deposits, for example, were 
underestimated in the last quarter of 1962 by equation 26.2 in Figure 26.1, and so 
the constant term of the equation was raised from -0.0028 to-0.0016, just enough 
to offset this understatement. The adjustment procedure should obviously improve 
predictions where residuals have strong positive serial correlation. 16 

The differences between the two sets of predictions are striking. In the first 
set, calculated and actual values drift apart steadily for the bill rate, free reserves, 
and demand deposits. In the second set, calculated values correspond very 
closely with actual ones. Table 26.1 shows these differences in prediction errors 
using adjusted and unadjusted constant terms for 1963: 1-1964: 1 as well as 
average errors for the unadjusted simultaneous solution for 1955-62. 

Since the differences between the two methods of prediction are so large, it 
seems worth pondering their implications for the use of the model. One interpre¬ 
tation which seems plausible is that the differences reflect influences on deposit 
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Figure 26.2 Calculated and Actual Values of Financial Sector Variables 


Predictions 
(a) (b) 

Simultaneous estimation 1963:1 - 1963:1 - 

1955-1962 1964:1 1964:1 
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Table 26.1 

Prediction Errors, 1963-64 



RM G*S3 

^^OBL 

res f 

DD 

DT 

1963: 1 - 1964: 1 predictions 

constant terms not adjusted: 

average absolute error 

0.55 

o.os 

0.32 

1.84 

2.80 

root-mean-square error 

0.59 

0.11 

0.37 

2.25 

3.43 

constant terms adjusted: 

average absolute error 

0.23 

0.10 

0.07 

0.78 

1.18 

root-mean-square error 

0.29 

0.11 

0.09 

0.87 

1.37 

1955-62 simulation 

average absolute error 

0.24 

0.13 

0.12 

0.68 

0.77 

root-mean-square error 

0.32 

0.16 

0.16 

0.89 

1.04 


Note Units of measurement are percentages for interest rates, billions of dollars for 
reserves and deposits. The root-mean-square error is (Ze’/"]i. where e's are errors, the 
summation is over all observations, and n is the number of observations. 


and reserve holdings and interest rate expectations that are omitted from the 
model but that change slowly over time. 17 If these influences are important, then 
(a) they would give rise to serial correlation of error terms; and (b) rough correc¬ 
tion of the equations for their net influence in a particular quarter would improve 
calculated values in neighboring quarters. Both of these consequences corre¬ 
spond to the behavior of the model. 

If die model does indeed suffer from omission of important but slowly chang¬ 
ing variables, then it is probably not very useful for long-run analysis or projec¬ 
tion. The cumulative changes in omitted variables may dominate, or at least 
greatly affect, long-run developments in money and reserve markets. In periods 
of only a few quarters, these omissions should be much less serious as long as 
the equations are corrected in some fashion that offsets recent errors. The second 
set of 1963-64 prediction results holds out some hope for the model as a tool for 
short-run analysis. 

V. Some Simulation Results 

The short-run responses of the model to changes in monetary policy and in 
nonfinancial developments are the subject of this concluding section. The re¬ 
sponses are illustrated by means of a set of simulation runs—that is, by assuming 
a set of initial conditions and a set of time paths for the exogenous variables, and 
then solving the model quarter by quarter for the endogenous variables. The 
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computer program used in the simulation runs is a general program for simulat¬ 
ing economic models written by Ann Walka at the Federal Reserve Board. 18 
Some portions of the present section parallel closely a simulation study based on 
die earlier, nineteen-equation model; the description of results will point out 
similarities and differences between the two sets of simulations. 

Like the earlier simulation study, the present one abstracts from the influ¬ 
ence of financial conditions on nonfinancial markets and deals only with 
financial market behavior for given paths of GNP and its components. It is 
therefore only one part of a complete description of the effects of changes in 
monetary policy variables. Furthermore—and again like the earlier study— 
even as one part of a complete description, it is far from a set of confident 
assertions about how financial markets actually behave. Not until after a good 
deal of further testing of the model will it be possible to appraise its accuracy 
with any certainty. 

Open Market Operations 

The first set of simulations, depicted in Figure 26.3, calculates the effects of a 
$300 million increase in unborrowed reserves under four sets of historical ini¬ 
tial conditions and time paths for exogenous variables. The bars in the chart 
show the difference between calculated values of endogenous variables using 
(a) actual time paths for all exogenous variables and (b) $500 million more than 
actual historical values for unborrowed reserves in each quarter and actual time 
paths for all other exogenous variables. Starting points for the simulations are 
the second quarter of 1955, the first quarter of 1958, the fourth quarter of 1959, 
and the fourth quarter of 1962—points that provide a wide range of cyclical 
situations and monetary policy positions. Since the exogenous variables include 
GNP and its components, the simulations abstract from the ultimate effects of 
reserve changes on nonfinancial developments and are not to be viewed as 
realistic predictions of what would have happened had unborrowed reserves 
actually been raised in the indicated quarters. A currency equation is added to 
the model for these simulations so that effects on the total money supply, rather 
than demand deposits alone, can be shown; but unborrowed reserves continues 
to be treated as exogenous. 

The effects of increasing unborrowed reserves are similar for each of the four 
starting points—they are almost identical for the dollar variables, and decrease 
slowly through time for interest rates. 19 The initial impact on interest rates is 
large—roughly 0.75 percent for the Treasury bill rate—but quickly drops off to a 
much smaller “permanent” impact The initial impact on demand deposits plus 
currency is only about twice the change in reserves, most of the reserve increase 
going into bank free reserves in the first quarter. Over the next three quarters, 
free reserves begin to fall, and the quantity of money rises further. 

All the simulations depicted in Figure 26.3 take as exogenous unborrowed 
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Figure 26.3 Effects of a $500 Million Increase in Unborrowed Reserves 
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reserves, which, as mentioned earlier, is one of a number of plausible “open 
market” variables. It would be useful to compare these simulation results with 
others in which other reserve variables are exogenous. 20 

Notes 

1. See “A Model of Financial Behavior,” in James S. Duesenberry, Gary Fromm, 
Lawrence R. Klein, and Edwin Kuh, eds.. The Brookings Quarterly Econometric Model of 
the United States (Chicago: Rand McNally, 1965), ch. 13. The revised version of this 
paper was completed in October 1965 and does not incorporate later research on money 
demand and supply or term structure published since then. 

2. For some of the simulation runs below, a demand-for-currency relationship is added. 
Demand equations for savings shares and for business holdings of U.S. securities also appear 
below. However, the condensed model is self-contained without these equations. 

3. Three necessary changes were: (1) replacing the average rate for private securities 
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by the very closely correlated U.S. long-term rate in certain equations; (2) replacing 
currency plus unborrowed reserves by unborrowed reserves alone as an exogenous “open 
market** variable (when a demand-for-currency equation is added to the condensed model, 
this substitution is not necessary); and (3) omitting (or using a proxy variable for) changes 
in bank loans as an explanatory variable in equations for bank borrowing and for excess 
reserves. These two equations were also combined into a single free-reserve equation in 
the condensed model. 

4. The details of the way in which die two-stage procedures was applied are described 
in “A Model of Financial Behavior,’’ pp. 486-88. 

5. The expression above consistently understates required reserves by roughly $500 
million because of the omission of reserves required to be held against net interbank 
deposits. Changes in the expression above move very closely with changes in required 
reserves. 

6. Because of the omission of interbank deposits (see note 5), the equation is inexact 
as to level by a fairly constant amount, although quite accurate as to quarterly first 
differences. Inaccuracies in the equation show up as differences between the values of 
RESm in the model and actual (seasonally adjusted) unborrowed reserves. 

7. None of these measures, incidentally, is truly exogenous in the statistical sense of 
being unrelated to disturbances that affect current economic behavior. A model making 
some rough allowance for the influence of current conditions on policy variables might 
therefore be an improvement over the present one. 

8. The problem of how U.S. security yields can serve to bring money markets, rather 
than U.S. security markets, into balance, is discussed in “A Model of Financial Behavior,** 
pp. 482-86. 

9. An appendix describing and listing these variables (plus others included in the 
earlier, nineteen-equation model) is available from the author on request The appendix 
contains detailed specifications for each variable. Most of the variables are seasonally 
adjusted. 

10. The specific variable is 

0114 E?!, (0.9 f l GNP'_. 

where GNP is in millions of dollars, seasonally adjusted at annual rates, and time is 
measured in quarters. The geometrically declining weights approximate Friedman’s “per¬ 
manent income*’ weights. See Milton Friedman, A Theory of the Consumption Function 
(Princeton, NJ: National Bureau of Economic Research, 1957), pp. 142-47. 

11. The reasons for, and drawbacks of, using this proxy variable are discussed to¬ 
gether with all the other behavioral assumptions and variables in “A Model of Financial 
Behavior,’’ pp. 465-75 and 489. 

12. The form of die free-reserve equation is quite close to—and was influenced by— 
that of James A. Meigs, “Free Reserve and the Money Supply*’ (Chicago: University of 
Chicago, 1962). George Morrison, “Liquidity Preference of Commercial Banks’* (Chi¬ 
cago: University of Chicago, 1962), offers an excellent study of how excess reserves also 
influence the formulation of the free-reserve relationship. 

Combining excess reserves and member bank borrowing into the single free reserve 
variable does not seem to do any violence to 1954-62 patterns of change. It is probably 
worth bearing in mind, however, that country banks hold a large proportion of excess 
reserves and account for only a moderate proportion of borrowing. During some periods, 
differences in behavior between country and city banks might lead to aggregation bias in a 
single free-reserve relationship. 

13. This explanation of the differential is akin to the “expectations hypothesis** inves- 
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tigated by David Meiselman, The Term Structure of Interest Rates (Englewood Cliffs, NJ: 
Prentice-Hall, 1962). John A. Wood, “An Econometric Model of the Term Structure of 
Interest Rates,” compares this explanation with rival ones, theoretically and in consider¬ 
able empirical detail. 

14. See Shirley Almon, “The Distributed Lag Between Capital Appropriations and 
Expenditures,” Econometrica 33 (January 1965). The term-structure equation in the con¬ 
densed model differs from the one in the full model in that the latter equation placed more 
severe restrictions on the weights. The weighting patterns in the two equations turned out 
to be similar, however. 

15. See “A Model of Financial Behavior,” pp. 526-27. 

16. For other examples of the same procedure see Lawrence Klein, “A Postwar Quar¬ 
terly Model: Description and Applications,” National Bureau of Economic Research, 
Studies in Income and Wealth 28, Models of Income Determination (1963), pp. 11-36; 
and Daniel B. Suits, “Forecasting and Analysis with an Econometric Model, American 
Economic Review (March 1962): 104-32. The Suits procedure of adding changes in 
calculated values to previous-period actual values amounts to adjusting constant terms. 

17. Possible examples of such influences, cited earlier, are expected price changes, 
levels of consumer and business debt, and stocks of U.S. securities or of real assets. 

18. A description of the program is available on request. 

19. This similarity over time contrasts with findings of Roland L. Teigen, “A Struc¬ 
tural Approach to the Impact of Monetary Policy,” Journal of Finance (May 1964): 
284-308, based on a two-equation model, in which the effects of identical policy mea¬ 
sures vary widely depending on initial conditions. In the present model the decreasing 
impact over time on interest rates is due to the fact that it is ratios of reserves or deposits 
to “wealth” or weighted-average income that are linearly related to interest rates. 

20. [The subsequent sections on other policy instruments and complete system simu¬ 
lations have been deleted.—Ed.] 
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I. Introduction 

A great deal of progress in building up the various strands of theoretical and 
empirical work on financial behavior has been made by the builders of financial 
models—particularly the Fed-MIT-Penn consortium. Starting with an empirical 
version of the Keynesian theory of interest rates in which a single interest rate is 
determined by the supply and demand for money, the financial models have been 
gradually expanded. The supply of money has been made endogenous, and in the 
process a more realistic and complete treatment of the commercial banking 
system has been introduced into the models. In recognition of the special charac¬ 
teristics of the mortgage markets, the more recent versions of the Fed-MIT-Penn 
model include a very elaborate treatment of the mortgage market and the thrift 
institutions. 

Yet much remains to be done. The models presently in use still begin with a 
Keynesian supply and demand for money approach to interest-rate determina¬ 
tion. The multiplicity of existing interest rates then is dealt with by subsidiary 
equations of the term-structure type—homogenizing the security markets into a 
single bond market. For Keynes that was a very ingenious simplification, and it 
is useful in empirical models that are meant to be simple and compact. But once 
we embark on the task of giving a detailed treatment of the structure of die 


Excerpted from Barry Bosworth and James S. Duesenberry, “A Flow of Funds Model 
and Its Implications,” in Issues in Federal Debt Management, proceedings of a conference 
sponsored by the Federal Reserve Bank of Boston, Conference Series 10 (Boston: Federal 
Reserve Bank of Boston, 1973), 39-149. Sections I, II, and III have been omitted except 
for a short introduction from Section I. Also omitted are appendices A and B, which detail 
the model’s equations and the simulations. 
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financial system, there is a strong case for building a model that starts from the 
beginning with a clearing of markets of particular types of securities. The model 
presented here follows that approach. 

The need for a model that deals directly and explicitly with the supply and 
demand for specific types of securities is also emphasized by the problems that 
arise in the evaluation of the variety of reform proposals now under discussion. 
The model presented here has been developed to facilitate the analysis of the 
effects of such proposals. The model deals explicitly with die market-clearing 
process for a number of different types of financial assets. It is based on the 
flow-of-funds data and uses a flow-of-funds approach but with considerable 
consolidation. Of course, flows of funds include not only die disposition of the 
current surpluses and deficits of spending units but also the shifts of assets and 
liabilities among sectors arising out of the reallocation of existing portfolios. But 
to provide meaningful control totals and to emphasize the link between the “real 
sector” and the financial sector, the model is linked to die national income 
accounts framework by incorporating NIA surpluses and deficits of the sectors as 
the basic measure of net claims on the capital market. Finally, the model pro¬ 
vides a simplified analytical framework for examining the allocation of credit 
among potential users. 

The reader who is familiar with other financial models will note a number 
of points at which our model differs from the ones now in use. First, the 
model is organized in terms of the supply and demand balance for particular 
types of securities. If financial structure makes a difference, it must do so, we 
believe, either by affecting interest rates in particular markets or by affecting 
the extent of credit rationing in those markets. In either case, structural 
changes will exert their influence through their effects on the supply or de¬ 
mand for different types of securities. The alternative approach used in some 
other models is to organize the model in terms of supply and demand for 
money and a term and risk structure approach to interest-rate differentials. 
Other factors can be grafted onto the framework of the term-structure equa¬ 
tions where necessary. That approach avoids some of the problems posed by 
weaknesses in the data base and for certain purposes can be very useful. But 
for our purposes, it is not satisfactory because it does not show explicitly how 
structural changes affect particular markets. 

Second, our special interest in short-run cyclical changes has led us to give 
considerable emphasis to the dynamic effects of short-run changes in the flows 
of funds arising from the sector surpluses and deficits. In the longer run, the 
relative stocks for different kinds of assets and liabilities play a do minant role in 
determining interest rates. But the flows assume relatively greater importance in 
short-run cyclical changes. 

In the following sections of this paper some of the implications that follow 
from a flow-of-funds analysis of the financial system are examined in greater 
detail. The distinction between a money-market model and a bond-market model 




FULL FINANCIAL STRUCTURE 399 


is the topic of the following section. The choice between these two approaches 
does not involve differences in interpretation of the basic monetary theory. 
Rather, they are different views of the same financial mechanism. The primary 
issue in choosing between the two approaches hinges on die extent to which 
financ ial assets other than money can be homogenized into one asset, “bonds.” 

The importance of the distinction between the stocks of financial assets out¬ 
standing and their rate of flow through the markets is examined in section three. 
The general model of portfolio balance is modified in order to include elements 
which reflect current flows of savings and investment behavioral response lags, 
and the use of liquid asset stocks as a buffer against unanticipated changes in 
income and expenditures. 

A summary outline of our model of die credit markets is given in section four. 
The model is based on a consolidation of the flow-of-funds as currently pub¬ 
lished by the Board of Governors of the Federal Reserve System. This section 
includes a brief description of the major market participants and financial instru¬ 
ments that are treated explicitly in the model. The following section five outlines 
the general considerations that guided the specification of the individual equa¬ 
tions. In section six, several individual sectors that are of special interest are 
discussed in greater detail. A complete list of all die equations of the model is 
provided in Appendix B. 

The concluding section discusses some illustrative simulation results from 
the model. Multiplier responses to changes in government expenditures and 
unborrowed reserves are presented as simplified measures of the implied effec¬ 
tiveness of monetary and fiscal policy. A FNMA purchase of residential mort¬ 
gages in exchange for increased issues of government securities is examined as 
illustrative of a policy change that is contained completely within the market 
for “bonds.” 

[Note: Sections II and m are omitted—Ed.] 

IV. The Structure of the Financial Model 

Unlike most existing models of the financial process, the present model reflects a 
primary concern with the savings-investment function of the financial system. 
Thus, it begins with the sector surpluses and deficits of the national income 
accounts. The model itself can be viewed as an elaboration of this basic savings 
and investment accounting identity. In the absence of valuation problems, these 
income flows are measures of the net increment to financial assets and liabilities 
for each individual sector. The treatment of these sector surpluses or deficits 
implies that the underlying income and investment flows are predetermined for 
purposes of this financial sector model. 

They are, of course, endogenous elements of a complete income-expenditure 
model. We are mainly concerned here with the financial system, but in order to 
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conduct simulation experiments that take account of the mutual feedbacks be¬ 
tween the financial system and the income-expenditure system, we have con¬ 
structed an aggregate-demand model. Although it is, by today’s standards, a 
relatively compact model (85 equations), it follows the outlines of the widely 
known large-scale models. The model includes expenditure equations for all die 
sectors whose surpluses and deficits appear in the financial model. It also, of 
course, provides equations that determine die intersectoral distribution of in¬ 
come. Finally, it contains 25 equations for determination of wage and price-level 
changes. Because the aggregate-demand model contains no important new wrin¬ 
kles, we shall not discuss it in detail here but turn at once to the structure of the 
financial model. 

The savings-investment identity that provides the basic organizational frame¬ 
work of the financ ial model is shown in die following equation: 

DEFB + DEFGF + DEFGSL + DEFFOR - SURH - STAT = 0 

Five major sectors are recognized, and the classification of each as a deficit or 
surplus sector is simply one of expositional ease. The deficits of business, federal 
government, state and local governments, and die foreign sector are equivalent to 
household savings plus the statistical discrepancy. 

The definition of each sector’s deficit in terms of national income account 
items is shown in Table 27.1. There are some minor divergences from the ac¬ 
counts, which are spelled out at the bottom of the table. The most important of 
these is the division of residential construction and capital consumption allow¬ 
ances between business and households, and the inclusion of foreign direct in¬ 
vestment and profit repayments as nonfmancial flows of the business sector. As a 
result of this method of relating the financial and real sectors, the present model 
of the financial sector is fully consistent in its basic approach to most existing 
income-expenditure models, and analytical results can be carried over from one 
to the other. 

In its treatment of financial assets and liabilities, the model follows the gen¬ 
eral structure of the flow-of-funds accounts. However, the present structure of 
the accounts is too large and complex to provide a useful summary framework 
for examining die allocation of credit Without aggregation any financial model 
quickly founders in a sea of different assets and institutions. The present model 
reflects our attempts to obtain a strategic simplification of the credit markets, and 
it is intended to be illustrative of an underlying framework for evaluating a wide 
range of different issues. 

Asset Categories 

The model differentiates among four major categories of financial assets: deposit 
accounts, negotiated loans, liquid marketable securities, and income-yielding 
long-term market assets. 
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Table 27.1 

Sources and Uses of Funds by Sector (linking the real and financial sectors) 


Business Sector Deficit 


30.4 

Gross domestic investment 1 

117.5 


Direct foreign investment^ 

3.6 


less: Retained earnings 

15.4 


Foreign branch profits^ 

2.3 


Inventory valuation adjustment 

-4.4 


Capital consumption allowances 1 

77.4 


Federal Government Deficit 


12.9 

Total expenditures 

204.5 


less: Total revenue 

191.6 


State and Local Deficit 3 


3.9 

Total expenditures 

132.1 


Retirement credit to households 

6.8 


less: Total revenue 

135.0 


Foreign Deficit 


-.9 

Exports 

62.9 


Foreign branch profits^ 

2.3 


less: Imports 

59.3 


Transfers from U.S. 

3.2 


Direct foreign investment 

3.6 


Household Surplus 4 


51.0 

Disposable income 

689.5 


Retirement credit from S & L governments 

6.8 


Capital consumption allowances 

9.0 


less: Personal outlays 

634.7 


Residential home purchases 

19.6 


Statistical Discrepancy (NIA) 


-4.7 


* Excludes component of residential investment and depreciation attributed to household 


sector. 

o 

Included herein but not in NIA definitions. 

Differs from NIA definitions by inclusion of pension fund payments to established funds 
as an expenditure. 

4 See footnotes (1) and (3). 

Sources: Tables 4, 6, 10, 12, 13, and 14 of National Income and Product tables. Survey of 
Current Business, April, 1972; and Table 1 of Flow of Funds, 4th Quarter 1971. 
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Deposit Accounts 

These include demand and time deposits at commercial banks, saving and loan 
shares, savings bank deposits, and life insurance company reserves. Their most 
distin guishing characteristics as an asset are a high degree of liquidity and the 
absence of any risk of capital gains and losses. The yields on these assets, while 
competitive in the long run, display far less cyclical variation than yields on 
marketable securities. Second, they represent the major portion of the liabilities 
of those financial intermediaries whose investment policies differ substantially 
from those of their depositors. Thus, for example, die allocation of household 
assets between deposit accounts and other instruments will be shown to be of 
primary importance to the mortgage market. 

Negotiated Loans 

These include consumer credit, residential mortgages, and bank loans to busi¬ 
ness. These instruments are characterized by very limited liquidity because of the 
absence of a developed resale market. They are dominated by the institutions on 
the lending side, and die equilibrating of demand and supply in the short run is 
heavily influenced by nonrate factors such as credit rationing, institutional rigidi¬ 
ties, and government regulations. Negotiated loans are not in most cases general- 
purpose financial instruments; and the portfolio selection model, used for other 
assets and liabilities, is frequently inappropriate for both demand and supply. 

Liquid Marketable Securities 

These include short-term U.S. government securities, commercial paper, and 
short-term state and local debt. 1 These assets are characterized by very substan¬ 
tial short-run variations in the volume outstanding and in their distribution 
among types of holders, and together with deposits provide the major source of 
liquidity. Since liquid assets are useful primarily as a buffer against un¬ 
anticipated future payments, the pattern of such holdings will be heavily influ¬ 
enced by short-run flow disturbances. 

Income-Yielding Long-Term Financial Assets 

These include U.S. bonds, corporate bonds and stocks, commercial mortgages, 
and state and local bonds. Unlike negotiated loans, these securities are frequently 
traded in impersonal competitive markets. On average they provide a yield sub¬ 
stantially above that of liquid assets, but only at the risk of substantial short-run 
capital gains and losses. The decision to hold such securities is dominated by 
income considerations of relative yield and risk. 

Although these securities can be distinguished on the supply side by issuing 
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sector, they are highly substitutable for each other from the viewpoint of the 
mar ginal purchaser. As a result, the observed market-clearing rates are highly 
colinear with each other, and it is difficult to estimate stable demand functions. 
In general, because of this high degree of substitution, we find a limited eco¬ 
nomic interest in die composition of these asset holdings by an individual in¬ 
vestor class. However, at some stages in die model it is of interest to separate out 
one or more of these assets (e.g., municipal bonds) for special treatment. 

The above classification does leave a residual category of financial assets. 
The residual group combines a large number of relatively minor items, the most 
significant of which are trade credit, unallocated assets, and the statistical dis¬ 
crepancies between the national income accounts’ measures of sector deficits or 
surpluses and those of the flow-of-funds accounts. These assets are characterized 
by the lack of a measured market-clearing price that could be used to estimate 
market demand and supply functions. 

In the introductory section we indicated that the lack of a homogeneous 
security market provided a primary rationale for examining the behavior of die 
bond market rather than simply the demand and supply of money balances. The 
above asset classification is intended to reflect the major areas among which the 
lack of homogeneity is of greatest interest. The usual portfolio selection model of 
financial analysis is most appropriate in the market for long-term marketable 
securities when relative yield and risk are of primary concern. The demand for 
liquid marketable securities, however, is heavily influenced by the magnitude of 
actual and anticipated variations in receipts and expenditures. Deposit accounts 
are of special interest because of the restricted nature of the investment decision 
of the financial intermediaries. The negotiated-loan markets deserve special 
treatment because of the importance of credit rationing, regulations, and institu¬ 
tional market practices. 

Financial Market Participants 

In addition to the five categories of ultimate savers and investors discussed 
earlier, the model has been expanded to include the activities of four financial 
intermediaries: commercial banks, savings and loan associations, savings banks, 
and life insurance companies. The model could obviously be enlarged to include 
others, such as pension funds, other insurance, or credit unions. However, at 
present these institutions either are not large enough to affect the model seriously 
or have asset structures similar enough to those of the holders of their liabilities 
so as not to seriously influence the performance of the model. 

The four financial intermediaries that are identified specifically are of particu¬ 
lar importance in the markets for negotiated loans. For example, they account for 
more than 80 percent of residential mortgage loans, and commercial banks domi¬ 
nate the markets for short-term business and consumer loans. These intermediar¬ 
ies also are strongly influenced by Federal regulations on portfolio composition. 
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both assets and liabilities, and restrictions on offered interest rates. The regulations 
governing commercial bank behavior are a major element of die mechanism by 
which monetary policy changes are transmitted throughout die financial system. 

The resulting financial model is composed of a set of demand and supply, 
equations for each of the major asset categories disaggregated among five nonfi- 
nancial sectors and four financial institutions. Since not every sector is active in 
each market and because they usually appear only as a supplier or demander of 
funds, die actual number of equations is substantially less than die number of 
cells implied by the full matrix of financial assets and participants. 

V. Behavior of Individual Economic Units 

An individual economic unit must make a large number of choices in adjusting 
its balance sheet to changes in net worth, interest rates, investment opportunities, 
and other factors. This decision process is too complex to be fully considered 
within a small statistical model that is to be applied to aggregate time-series data. 
To obtain useful results within the confines of the available data, some simplify¬ 
ing assumptions must be made in order to focus on those aspects of major 
economic interest. We have followed a practice of grouping alternatives into 
broad sets of similar choices, which are viewed as part of a recursive decision¬ 
making process of moving from the large to the small. For example, the individ¬ 
ual consumer is viewed as making an initial allocation of his current wealth 
among current consumption, investment in physical assets, and investment in 
financial assets. The allocation among alternative choices within these major 
groups is viewed as a subsequent stage of the decision process. Our primary 
concern is with the secondary step of allocating net financial wealth among 
alternative financial assets and liabilities. But here, too, the approach remains 
quite aggregative. 

The Determinants of Desired Stocks 

The formulation of the demand for and supply of individual financial assets or a 
set of financial assets draws heavily on the model of portfolio selection devel¬ 
oped by Markowitz, Tobin, and others. According to this view, the demand for a 
specific financial asset is a demand for a desired stock of die asset in question 
rather than a flow rate of purchase. Thus the demand of an individual investor is 
constrained by his net financial wealth. 2 

Individual assets and classes of assets are distinguished on the basis of rela¬ 
tive yields, risks, and liquidity. The demand functions of individual actors in the 
financial markets differ in terms of the amount and composition of their real 
wealth; their “tastes” with respect to yield, risk, and liquidity; and in some cases 
legal constraints (e.g., the reserve identity for commercial banks or portfolio 
restrictions on savings and loan associations). 




FULL FINANCIAL STRUCTURE 405 


A direct measure is available only for the yield aspect of most assets. Since 
this is the current market rate, it is not the expected yield actually called for. This 
shortcoming is particularly important for long-term marketable securities, where 
the capital gain or loss component may be a major part of die yield. 

But the data problem is even more severe for risk and liquidity where no 
direct measures are available. In cross-sectional analysis, where die emphasis 
is on explaining why asset structures of individual investor portfolios differ, 
the standard deviation of observed yields is a frequently used measure of risk. 
But risk is a difficult concept to quantity within a time-series model. The 
problem is complicated by the need to distinguish changes in relative rather 
than overall risk. 

The present model incorporates risk and liquidity primarily as constant char¬ 
acteristics of an asset. Thus they serve as major criteria in the classification of 
individual assets and liabilities among different categories such as deposit ac¬ 
counts, liquid marketable securities, and long-term assets. Investor “tastes” for 
risk and liquidity then are implicitly reflected in the functions determining the 
behavior of these groups. Since a concept similar to the interest rate is not 
available to measure the return or benefits derived from liquidity or low risk, 
they may also be represented by the ratio of existing liquid (or risky) asset 
holdings relative to net wealth. To the extent that assets can be classified into 
categories of liquidity and risk, these compositional variables (e.g., the ratio of 
liquid assets to net worth) may reflect implicit costs and benefits to the investor 
of risk and liquidity. This implicit return aspect is a major behavioral rationale 
for the inclusion of existing stocks of other asset groups in the individual asset- 
demand equations. 

Short-Run Adjustments 

While tiie factors of relative yield, risk, and liquidity may provide an adequate 
explanation for long-run patterns of portfolio composition, they are but part of 
the explanation of short-run market patterns. First, investors cannot be expected 
to adjust their actual stocks instantaneously. Investor inertia, transaction costs, 
and uncertainty are all contributing factors. In addition, many securities do not 
have ready resale markets, and a complete adjustment must await the maturing 
of existing claims. Legal regulations may also hamper the adjustment process. 
Examples of this type are ceiling limits on deposit rates and restrictions of either 
a maximum or minimum nature on the proportion of an institution’s portfolio 
that may be represented by a specific asset These elements at times may impart 
a measure of discontinuity to individual demand and supply curves. 

Second, the long-run stock analysis must be modified to allow for numerous 
short-term flow disturbances. In particular, liquid asset positions are dominated 
by unanticipated fluctuations in the real income flows against which they are 
designed to provide a buffer. Cyclical changes in retained earnings, inventory 
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investment, and unpaid tax liabilities are some of the more obvious examples 
within the business sector. The financial intermediaries are also faced with un¬ 
anticipated changes in deposits and loan demand which must be matched by 
compensatory changes in other assets or liabilities. 

Summary Form of the Typical Equation 


In summary, the basic behavioral assumption that underlies the individual equa¬ 
tion is one of the portfolio selection whereby the individual actor tries to align 
the distribution of die stocks of financial assets within his portfolio in response to 
relative yields. The response to changes in wealth and yields is specified to occur 
with a partial lagged adjustment In addition, the actual short-run adjustment 
pattern is distorted by changes in nonfinancial flows. 

These behavioral assumptions can be stated in equation form as follows: The 
desired stock of each asset or liquidity is assumed to depend upon a vector of 
interest rates, r; a wealth constraint W; and other factors, X (e.g., income or 
transactions requirements): 

A* = a- + ? b- (r-W) + c-W + ? d-. • X,, 

i 1 j ij v j ’ v i k ik k 

The interest-rate terms are scaled by the net-worth constraint and all of the 
equations are estimated in linear form. In those situations where liquidity is an 
important consideration, the ratio of liquid assets to wealth is included as a 
measure of the implicit yield on such assets. Because net worth is used as a scale 
parameter, it appears several times in the equation, and its net influence should 
not be inferred by reference to the Cj coefficient alone. The total wealth effect 
can only be deduced for specific fixed values of the interest-rate terms. Where 
significant, a trend term is included as proxy for other secular factors not speci¬ 
fied in the equation. This prevents such influences from being attributed to the 
interest rates that have a strong trend component. 

The short-run stock adjustment process is generalized somewhat to include 
die lagged stocks of other assets and various flow disturbance terms, Z. 


AAj = ? * [A* - A: ,] 
1 J IJ J J _1 



In addition, the asset equations for each sector are given a common structure to 
die extent feasible. This reduces die sensitivity of die equation results to die 
choice of which asset to treat as a residual. 

However, the equation form does vary substantially among the various sectors 
in response to different structural restrictions on the actors. In individual situa¬ 
tions, various symmetry conditions of rate response have been imposed by prior 
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restrictions. Variables were also excluded from die final equation when their 
coefficients were both small and insignificant. 

Balance-Sheet Restrictions 

The overall formulation of desired stocks and die adjustment to discrepancies 
between actual and desired stocks is sharply constrained by the need to maintain 
income- and balance-sheet restrictions at all points in time. Within a fixed net 
wealth constraint, an increase in the holdings of one financial asset must be 
matched by a corresponding decline in others or by an increase in liabilities. 
Compositional responses to changes in a specific interest rate or nonrate factor 
must sum to zero over the whole portfolio. This implies, at the extreme, that each 
individual demand equation must include the entire list of variables contained in 
the equations for competing assets. An alternative statement of die same point is 
that within a portfolio of n assets there can be only n-1 independent demand 
equations, since the equation for the final asset can be deduced by subtraction. 3 

There are several alternative approaches to the estimation of equations within 
the balance-sheet restriction. The first involves the estimation of n-1 indepen¬ 
dent equations. The equation for the nth asset is then implied as a residual. As a 
result, the residual-equations structure may be sharply distorted. For example, 
the cross effects of interest-rate terms may be quite diffuse so that they are 
statistically insignificant in equations for competing assets. The elimination of 
such terms, however, implicitly assigns all of the cross effect to the residual 
asset, since the sum of the coefficients must equal zero. The same is true of the 
adjustment process whereby the assets’ own lagged stock is included. Perfect 
symmetry would require its inclusion in the other equations. Thus each equation 
in the set of n-1 must include die same set of right-hand variables. 

The problem with the above approach is that it leads to a rapid proliferation in 
the number of coefficients to be estimated. With limited data the result is multi¬ 
colinearity, a high risk of spurious correlations, and highly inefficient estimates. 
Alternatively, equations may be formulated in a very simple context, reducing 
the number of coefficients to be estimated but ignoring the complexities of the 
decision process that are frequently important. 

A second approach involves the estimation of the entire set of n equations in a 
simultaneous-estimation procedure that incorporates all of the balance-sheet re¬ 
strictions. This is obviously the preferred method of estimation when one is 
certain that the original specification is correct. But the combination of a large 
number of independent variables and probable errors in specification can wreak 
havoc with the estimates. A specification error in one subset of the equations will 
distort die results for all. It is difficult to evaluate individual equations, since 
coefficient standard errors are not available. In addition, the quality of die origi¬ 
nal data frequently does not justify an approach that gives so much freedom to 
the estimation technique in allocating rate effects. 4 
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At this stage of die analysis we did not feel that our equation specifications 
justified use of die second method. We have followed a more eclectic approach 
of estim ating the equations on an individual basis. Variables are frequently not 
carried over from equation to equation if they were not significant at a reason¬ 
able probability level. 

An attempt was made to limit the number of independent variables in an 
individual equation to those of dominant importance. Simplifying assumptions 
not fully justified by theory were sometimes made if they reduced other prob¬ 
lems (e.g., multicolinearity, spurious correlation, and autocorrelation). The pro¬ 
cedure of limiting the disaggregation to major asset categories frequently 
reduced the number of required variables and simplified the equation structure. 

In particular, the lagged stocks of all other assets were not always included in 
the individual equations. Since total net worth usually does appear, their absence 
only implies the lack of differential effects on the asset in question. For example, 
the absence of lagged time deposits in an equation for savings and loan shares 
only implies that their influence is no different from that of other deposits or 
market securities, or that the difference is not of major statistical importance. 
Frequently, a check was made to ensure that the implicit structure of die resid¬ 
ual-asset category was not substantially different from that implied by a direct 
estimate. Thus the implied structure of die residual equation influenced but did 
not constrain the estimates of the other equations. We readily confess that the 
equations are not reality but only illustrative of some of the major forces. 

Market Clearing 

In principle the procedure outlined above should lead to a system consisting of 
demand or supply equations for every sector (and financial intermediary) and 
every asset type. (Of course there would be some blanks since some assets do not 
appear at all in the balance sheets of some sectors.) In a theoretical model with 
no residual category, no error terms, and no rationing, net supply of each asset 
could be set equal to zero. The simultaneous solution of the whole set of equa¬ 
tions would then produce the set of equilibrium interest rates. The model pro¬ 
ceeds along that line but does not follow it to the end. Most of our equations are 
in fact supply and demand equations for assets and liabilities, sector by sector. 
But for a number of reasons we have taken a somewhat different approach to 
market clearing. 

In each market the supply or demand equation for one sector has been omitted 
and a rate equation fitted instead. If the conditions mentioned above were satis¬ 
fied, this would simply amount to rewriting the missing equation with the rate 
instead of the quantity on the left-hand side. For example, there is no equation 
for tiie supply of bank loans to business. There is an equation for the demand for 
bank loans and an equation for the bank lending rate containing the quantity of 
bank loans on the right-hand side. The solution of the two equations (for given 
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values of the other variables) may be regarded as market clearing through the 
equating of supply and demand. In fact, for a variety of reasons the rate equa¬ 
tions are not strictly simple demand or supply equations solved for the rate. In 
particular, the mortgage-market equations are organized to permit some short- 
run rationing and a corresponding short-run disequilibrium in the rate. In the 
case of the bond markets, the household-demand-for-bond equations are re¬ 
placed by rate equations, but the included equations have to be regarded as 
reduced forms from the solution of a larger system, because the yield on equi¬ 
ties cannot be used. 

VI. Special Features of the Model 

The authors have spent several years building this model, so to us everything 
about it is special, but the financial-model buff will soon recognize that many of 
the equations ate essentially old stuff—differing in detail but not in essence from 
die treatment of corresponding sectors in other models. In three areas—commer¬ 
cial banking, the bond markets, and the mortgage market—we have departed 
from standard practice to an extent warranting special notice even in a short 
outline of the model. 

Commercial Banking 

In spite of the rapid growth of other financial institutions, commercial banks 
remain at the heart of our financial system. They hold a wider range of assets 
than any other class of institutions and deal on the deposit side with all sectors of 
the economy. Because the business sector uses variations in bank borrowing to 
buffer short-term fluctuations in surpluses and deficits, banks transmit the effects 
of short-term changes in business financing needs to the rest of the market. At 
the same time, Federal Reserve open-market operations are directly reflected in 
bank reserve positions, and the banking system’s response to changes in reserve 
positions links Federal Reserve action to the rest of the market. 

Our model of the commercial banking system differs fundamentally from 
others in die nature of the output. The 17 equations devoted to the commercial 
banking system do not explain the money supply. Instead they represent—when 
taken together—the banking system’s demand for various kinds of assets. By 
adding equations from other sectors, one can deduce die determinants of the 
money supply, but only as a memo item. Banks enter into the model directly as 
demanders of assets—business loans, long- and short-term Federal securities, 
municipal bonds, etc.—and as supplies's of such liabilities as negotiable certifi¬ 
cates of deposit. 

Second, in determining the actions of banks we have placed great weight on 
the tension between die demand for business loans and what might be called the 
passive supply of funds—the supply resulting from increases in unborrowed 
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reserves, and time deposits (without a change in rates). This excess loan demand 
equation brings together die two driving forces mentioned above—business loan 
demand and open-market policy. Though subject to many qualifications, we 
have accepted die hypothesis that, primarily for reasons of long-term profit max¬ 
imization, banks will attempt to accommodate die bulk of the fluctuations in 
their business customers’ demand for loans. 

Rates will be adjusted to reflect the cost of funds and the competitive posi¬ 
tion as reflected in the amount of excess loan demand. There also may be 
marginal rationing. But for the most part, if a customer is willing to pay the rate 
(including, of course, a sufficient margin over the cost of funds to cover any 
costs and risks involved) the loan will be granted. To balance supply and 
demand for funds it will be necessary to make adjustments elsewhere in the 
portfolio. Those adjustments include sales—or reductions in purchases—of se¬ 
curities, increases in rates for consumer time deposits, CDs, Eurodollars, or 
increased borrowing from the Federal Reserve. The equations for bank deposit 
rates and for assets other than business loans are strongly influenced by the 
excess loan demand variable. To put it shortly—and with some lack of preci¬ 
sion—when the Federal Reserve provides banks with sufficient reserves to 
accommodate business loan demand passively, the rest of the market is insu¬ 
lated. When Federal Reserve policy does not provide enough reserves, the 
excess loan demand is passed to the rest of the market through bank sales of 
securities or bank issues of additional short-term liabilities. 

An important variable in determination of money-supply bank assets (and 
at times a variable used rightly or wrongly as a target by the Federal Reserve 
System) is the level of free reserves. Our treatment of the free reserves starts 
with a fairly standard stock adjustment mechanism in which the desired level 
of excess reserves (scaled to adjust for demand deposit reserve ratios) is a 
function of the bill rate; and the change in free reserves is a fraction of the 
gap between the target and the previous period’s actual reserves. Adding the 
lagged stock to both sides makes actual free reserves positively related to bill 
rates, the scale of demand deposits, and positively related to die last period’s 
actual free reserves. This is a fairly standard approach, but it neglects import¬ 
ant dynamic elements. We find statistically, and we believe that we are in 
accord with other evidence, that the level of free reserves is strongly influ¬ 
enced by changes in excess loan demand. 

We have reflected Federal Reserve pressure to limi t member bank borrowing 
by introducing a variable that is zero when free reserves are positive (for the 
system), but has a negative value when system free reserves are negative. Disre¬ 
garding the rest of the equation for the moment and considering only member 
bank borrowing, the equation suggests that a one-time blip from zero to a posi¬ 
tive value of excess loan demand will cause banks to borrow. In the following 
period about 60 percent of die borrowing will be repaid, and as long as excess 
loan demand remains zero, the borrowing will fade away in ensuing quarters. 
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While die coefficients may give excessive precision to the time path, the general 
idea appears to be consistent with discount window policy and bank appreciation 
of it It will be noted that in this dynamic part of the equation, the level of free 
reserves (or borrowing) is related to die change in excess loan demand—that is, 
to flows of lending and open-market purchases. When excess loan demand be¬ 
comes positive and increases steadily, borrowing will tend to rise cumulatively 
until the lagged stock terms balance off die flow terms. 

The reader will note that interest-rate terms play a relatively small role in 
this equation. It is usual to suppose that member-bank borrowing is sensitive 
to the spread between the discount rate and die funds rate. The funds rate 
itself is, however, determined by the interactions among die banks that have 
been aggregated here. Indeed, in a more disaggregated model the funds rate 
would become an endogenous variable explained in large measure by the 
same variables that are supposed to determine the quantity of borrowing. In 
such a model the discount rate (if regarded as exogenous) would appear as a 
determinant of both the quantity of borrowing and the funds rate. In our view, 
however, it would appear more significandy as a determinant of die funds 
rate than of the amount borrowed. Moreover, there is considerable doubt as to 
die legitimacy of regarding the discount rate as an independent variable, 
since the discount rate is often adjusted to keep it in tine with the funds rate. 
Thus, while it is easy to rind statistically significant coefficients on die dis¬ 
count rate, their economic significance is doubtful. The bill rate can be 
viewed as a measure of the costs of holding excess reserves for liquidity 
purposes. 

To sum up, the banking system plays a major role as a demander of securities 
and as a supplier of time deposits and short-term marketable securities. Bank 
action in these markets is driven by the interaction of business loan demand— 
generated in turn by business surpluses and deficits—and by Federal Reserve 
open-market operations. 

Marketable Securities 

In the case of marketable securities, we have estimated ordinary supply and 
demand equations for total long-term marketable securities, total short-term mar¬ 
ketable securities, and municipal securities for sectors other than households. 
The resulting net supply of each type of securities must then be held by house¬ 
holds. As noted above, we could have completed the model by computing the 
household demands for securities and setting supply equal to demand. Instead, 
however, we have computed equations for various interest rates in which the 
rates appear on the left-hand side, and the quantities of securities (actually vari¬ 
ous portfolio ratios) that must be absorbed by households—the net supply from 
other sectors—appear on the right-hand side. 

There are several reasons for this choice. First, it is statistically more efficient 
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We have a linked set of household portfolio equations, including those for sev¬ 
eral types of deposits and for different kinds of marketable securities. In these 
equations the deposit rates are exogenous, since they are influenced only slightly 
by short-period movements in household portfolios. On die other hand, die quan¬ 
tities of securities to be absorbed by households are largely determined by events 
in die nonfinancial world and by monetary policy decisions that are little influ¬ 
enced by household portfolio decisions in the short run. The rates required to 
induce households to take die necessary amounts of securities are determined by 
household action, including random shifts in the portfolio tastes of households. 
In OLS estimates there will be less simultaneous-equation bias when we normal¬ 
ize on the rate instead of on the quantities. 

In effect, we have started from a set of simultaneous portfolio equations for 
households in which the quantities are functions of die yields on the different 
assets. Taking the quantities as predetermined, we have then solved for the yields 
in terms of the quantities. The yields that appear on die left side are current 
market yields. The right-hand-side variables therefore include not only die com¬ 
position of portfolio variables but also the measures of expected price changes 
that influence current security prices. 

Variables intended to represent interest-rate expectations appear in a num¬ 
ber of equations for the supply of or demand for securities. On the supply 
side the timing of corporate bond issues is significantiy influenced by the rate 
of change of interest rates. Issues are deferred when rates move up rapidly 
and brought forward as rates decline. As one might expect, corporate short¬ 
term borrowing responds in the opposite way. State and local long-term bor¬ 
rowing responds to the rate of change of rates in roughly the same way as 
corporate borrowing. 

On die demand side we find that the choice between long- and short-term 
securities by mutual savings banks and savings and loan associations is influ¬ 
enced by the spread between bond yields and a moving average of short yields. 3 
In choosing between long and short securities the household sector, represented 
by equations for long and short rates, appears to respond to (1) the difference 
between bond yields and a moving average of short rates and (2) the rate of 
change of short rates. 

There has been a good deal of debate in recent years over the merits of the 
so-called expectational theories of interest rates and the theories that empha¬ 
size the importance of the composition of securities in the market. Our model 
indicates that both factors are important. The moving averages of short rates 
that appear in the expectational models show up as significant in our equa¬ 
tions of bond yields. But the composition of the volume of securities also 
shows up—as portfolio theories suggest it should—as an important factor. 
The simulations described below indicate that the cyclical swings in the rela¬ 
tive volume of long- and short-term securities play a considerable role in 
producing term-structure changes. 
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The Mortgage Market 

The demand for mortgages (supply of mortgage funds) comes primarily from 
savings and loan associations, mutual savings banks, life insurance compa¬ 
nies, commercial banks, and Federal agencies. Without going into details, it 
is fair to say that except for the exogenous elements in FNMA and FHLB 
policy, the mortgage-demand equations are fairly straightforward examples 
of the general class of portfolio adjustment equations described in the previ¬ 
ous section. Since the major purchasers of mortgages are intermediaries, the 
demand for mortgages is, of course, heavily influenced by the flow of funds 
to the intermediaries and thus ultimately reflects (1) household portfolio deci¬ 
sions, (2) Federal Reserve controls on the growth of banking assets, and (3) 
competition by corporations for short-term funds from banks and long-term 
funds from life insurance companies. While a chain of interactions resulting 
from those considerations is fairly elaborate, its basic logic is fairly straight¬ 
forward and well understood. 

The supply of mortgages (demand for mortgage funds) is more complex and 
less well understood and has received remarkably little attention in the literature. 
In the long run it seems reasonable to regard the supply of mortgages as depen¬ 
dent on the demand for the underlying capital—housing units—and by the port¬ 
folio choices of actual or potential owners of owner-occupied or rental housing 
units (and also in the aggregate by the forces governing the mix of owner- 
occupied and rental housing). Unfortunately, our knowledge of the ultimate de¬ 
terminants of housing demand is very limited, particularly in regard to the 
influence of a change in mortgage interest rates. 

Moreover, while the demand for mortgage funds is basically related to the 
value of the stock of housing, much of die adjustment of the stock of mortgages 
through the stock of housing is associated with the refinancing connected with 
change of ownership. The rate of sale of existing houses fluctuates in die short 
run with die rate of construction of new units. Thus new building contributes to 
mortgage demand direcdy—since new units must be financed—and indirectly 
through its effect on die refinancing of old units. When die rate of home building 
increases, die percentage rate of growth of mortgages outstanding will tend to 
increase for both reasons. 

Most of die observed fluctuations in die rate of home building in the postwar 
period have resulted from fluctuations in the supply of mortgage funds with a 
good deal of rationing. Observed changes in the rate of building therefore tell us 
very littie about the demand for new construction. In die very short run, how¬ 
ever, it can be argued that—in the absence of rationing—builders will tend to 
expand their activities when vacancies are low and contract them when the 
vacancy rate is high. The vacancy rate can therefore be used as a measure of 
short-run variation in the position of a demand function for mortgage funds. We 
can therefore write 
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where the interest-rate terms reflect the effect of interest rates on home occu¬ 
pancy costs and on the optimal leverage ratio, and the trend takes account of 
rising capital values and the “maturation” of mortgage portfolios in the post¬ 
war period. 

If we supposed that the mortgage market was always cleared by prompt 
changes in interest rates, we could estimate the parameters in the demand func¬ 
tion and determine the mortgage interest rate by setting the demand function 
equal to the supply of mortgage funds. It is clear, however, that mortgage rates 
do not change quickly enough to clear the market when the supply of mortgage 
funds shifts rapidly, as it often does. We assume, therefore, that when there is a 
gap between the supply and the demand for mortgage funds, lenders shift the rate 
in die appropriate direction but not enough to eliminate die gap. Second, we 
assume the lenders lend die amount consistent with their supply function at die 
new rate, rationing out die excess demands. Third, we assume that the rate of 
change of the rate will also be affected by the differential between existing 
mortgage rates and competing asset yields and by the rate of growth of the 
intermediaries’ total portfolios. A combination of the considerations determining 
the demand for mortgage funds and the rate adjustment considerations just men¬ 
tioned leads to our equation. This is, of course, a very crude representation of a 
very complex process, but it does seem to catch the major factors at work in the 
mortgage market. 

The Link from the Financial to the Real Sector 

Changes in financial variables impinge back on the real sector through three 
aggregate demand categories: residential construction, business fixed invest¬ 
ment, and state and local governments’ construction expenditures. For the most 
part these equations follow the empirical work of previous models and require 
few specific comments. 

The residential construction equation simply translates a given change in the 
mortgage stock into a corresponding amount of expenditures. Since the expendi¬ 
tures are measured at annual rates, the equation implies that about 50 percent of 
the increase in the mortgage stock at the margin is reflected in higher construc¬ 
tion in (he current period, with a further 25 percent in die following six months. 
The proportion of mortgage lending allocated to new construction versus the 
purchase of existing homes rises dining periods of rapid household formation. 
Also, the market for new housing appears to be more sharply affected by in¬ 
creased lending costs. 

We also found it necessary to adjust die data of 1970 to 1971 for a very 
substantial rise in the refinancing of mortgages issued during the previous tight- 
money period. Ideally it would be preferable to incorporate this re financing 
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phenomenon within the equation itself, but at present the number of observations 
is too limited to obtain meaningful results. The importance in recent years of 
refinancing is evident in the 237 percent increase between 1969 and 1971 in 
mortgage assets by savings and loans originated for purposes other than die 
purchase of a new or existing home. 

The business-investment equations closely follow the neoclassical formula¬ 
tion used empirically by Bischoff in the FRB-MIT-PENN model. One impli¬ 
cation of his particular formulation is that the effects of interest rates will be 
delayed behind those of output. Our equations differ only in two respects. First, 
the equations are not of a pure accelerator type where investment is related only 
to changes in the desired stock; they also include a level-of-output term. Second, 
our formulation of the firm’s discount rate uses only the corporate bond rate with 
a coefficient of 1.0. Bischoff also includes a coefficient of 1.0 on the dividend- 
price ratio with a coefficient of 2.0 on the bond rate. 

The state and local construction equation relates expenditures to a moving 
average of GNP (as a general scale variable) and interest rates. We have also 
included a measure of those Federal grants-in-aid that can be used for construc¬ 
tion outlays. 

As with most existing models, these linkages to the real sector are not fully 
satisfactory. We do not adjust the nominal interest rate for price effects, as 
required by a real rate-of-interest formulation. Yet we firmly believe that if the 
rate of inflation affects the nominal rate of interest, it must do so through the 
demand for physical assets. Thus we do not include the rate of inflation in the 
interest-rate equations, since total financial wealth is used as the balance-sheet 
restriction. 6 Since the rate of inflation can normally be expected to offset some of 
the influence on the real rate of interest of a changing nominal rate, our invest¬ 
ment equations may overstate the influence of financial market changes on real 
output. On the other hand, we have not included a capital-gains impact on 
consumption, as has been done in some of the larger models. 

The Link from the Real to the Financial Sector 

Within this model, the process by which events in the real sector affect the 
financial sector is more complex than is implied by models that utilize the 
aggregate demand and supply for money. This complexity results from the fact 
that the distribution of income and expenditures among the major sectors as well 
as the level of aggregate demand influences the supply and demand for various 
types of securities. 

The business sector finances fluctuations in its deficit primarily through varia¬ 
tions in the amount of long-term debt and bank loans. State and local govern¬ 
ments also are heavily dependent on the longer-term capital markets. At the 
other extreme, the Federal government meets most of its immediate financing 
needs through its direct access to the short-term securities market. Such distinc- 
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tions would be of little importance if the markets for financial assets other than 
money really were homogeneous, as implied by a money-model approach, but 
this view is not supported by our empirical results. 

On the savings side, households dominate the market for interest-bearing 
deposits that are of such importance for the residential mortgage market and 
home building. In addition, the link between household savings on an income 
basis and their demand for financial assets is not a simple one. While their 
current consumption and investment in residential structures typically match 
the major proportion of their income flow, many of these expenditures are not 
financed out of current income and thus need not be offset by a reduced rate 
of purchase of financial assets. Consumer credit and mortgages are two finan¬ 
cial liabilities that are closely linked to the purchase of real assets. Most 
households do not view such debt as simply the negative equivalent of bonds 
or deposit accounts. Thus they are not treated as homogeneous elements of 
the households’ decision with respect to the allocation of their financial 
wealth. 7 A related matter, the pattern of sector deficits and its implications 
for credit markets and interest rates, is discussed in the following analysis of 
simulation results. 

VII. Simulation Results 

The major characteristics of the model can be summarized by e xamining results 
of several standard “multiplier” simulations. These examples provide an oppor¬ 
tunity to trace through the flow of the model and more adequately highlight the 
dynamic patterns of responses implied by the individual equations. All of the 
following exercises use data of the 1965-70 period as the baseline or control 
simulation. Consequently the results reflect the specific institutional framework 
that existed during the period. Because of major nonlinearities associated with 
rate ceilings and changes in regulation that occurred during that period, the 
multipliers obtained for that period cannot be viewed as being fully applicable to 
all other periods. 

Unborrowed Reserves Multiplier 

Within the present structure of the model, changes in unborrowed reserves are 
die primary index of die effectiveness of monetary policy. The results of a 
simulation of a $1 billion increase in unborrowed reserves are shown in Table 2 
of Appendix A. 8 To put die magnitude of this increase in perspective, it is about 
a 5 percent increase and can be compared to the average annual increase of $1.5 
billion between 1965 and 1970—the period of simulation. 

The use of the six-month period introduces some simultaneous—within-period— 
feedbacks, which somewhat blur die causal sequences for our simulation results. 
However, the model’s first-period responses show how die effects of changes in 
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unborrowed reserves are transmitted through the financial system into the real 
system and back again. The Federal Reserve open-market purchase in itself 
increases demand for government securities while at the same time increasing 
bank reserves. Banks respond to the improved reserve position, in part, by 
acquiring additional short-term securities. This results in a sharp decline (100 
basis points) in bill rates and bank CD rates. The fall in short rates leads to 
substantial shifts of funds into time deposits and shares at thrift institutions and 
commercial banks. While die rise in unborrowed reserves and the inflow of 
time deposits permit a large increase in bank earning assets, business loan 
demand is little changed. Our model of bank behavior implies that, since the 
excess loan variable tuts shown a sharp decline. Federal funds rates will fall and 
free reserves will increase. The simulation shows that in the initial period about 
half of the $1 billion reserve injection is absorbed into free reserves. The tem¬ 
porary increase in free reserves is drawn down to approximately the initial 
position in the next two periods. 

The increase in commercial bank reserves strengthens commercial bank de¬ 
mand for state and local securities, which helps to produce a 60 basis point drop 
in the rates for those securities. The shift of household funds into commercial 
banks and thrift institutions leads to a rise in mortgage lending and residential 
construction of more than $1 billion in the initial period. The interest rate decline 
also generates an increase of more than $1.5 billion in business fixed invest¬ 
ments, while the resulting increase in income increases consumer expenditures 
by $1 billion. The total first-period rise in GNP is a little more than $3 billion. In 
the first period these real-sector changes have limited financial implications. 

An interesting side effect of the reserve injection is the expectationally in¬ 
duced shift in corporate financing. In spite of the sharp fall in short rates, corpo¬ 
rations raise $1.1 billion more in long markets and correspondingly smaller 
amounts in short markets. This shift is the result of the expectations effects 
induced by the sharp decline in current market rates. And, of course, the shift in 
corporate financing toward the long end retards the decline in long rates. 

The impact of monetary policy on real output is spread over a long period; 
real output reaches a peak at the end of two and a half years. However, the 
maximum change in real output is a very substantial $20 billion. There is an 
immediate increase in residential construction in the first few periods, with a 
peak of $3.2 billion after 18 months. The long lag in the total monetary impact is 
accounted for by business investment, which reaches its peak increase of $7.3 
billion at the end of three years. The increase in state and local construction is 
also very gradual. 

The impact on output does not appear to be greatly dissimilar from those 
reported in some other studies. The total effect on real output is close to that 
found by Gramlich for a reduced form of estimates, although the lags reported 
here appear to be somewhat longer. However, the impact is greater than that 
reported for previous versions of the FRB-MIT-PENN model. This appears to be 
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the result of a stronger response of business investment to interest rate and output 
changes. This is amplified by a greater long-term impact of the policy change on 
market interest rates. The interest-rate response is heavily conditioned by the 
composition of debt issued in die capital markets; this aspect will be discussed 
more fully at the end of this section. 

The policy change results in a substantial shift of deficit and surplus positions 
of the business and government sectors. The sharp rise in business investment 
results in much higher levels of business long-term borrowings. On the other 
hand, with expenditures being largely exogenous, substantial budget surpluses 
are generated by the Federal government. This is reflected in the financial sector 
in a decline of outstanding short-term Federal securities. Thus die particular 
assumptions of this model with regard to debt management result in a substantial 
maturity redistribution of credit-market assets. This pattern is amplified by die 
increase in state and local bond issues resulting from higher capital expenditures. 

The nonbank intermediaries realize a higher level of deposit liabilities over 
the period of simulation. The most rapid deposit growth is concentrated in the 
first two years. But a major portion of these deposits are converted into larger 
holdings of mortgage assets with relatively small increases in their holdings of 
credit-market assets. The conversion of deposits into mortgages is facilitated by 
the fact that the mortgage rate initially declines by less than the bond rate and 
higher housing-vacancy rates begin to have a significant depressing influence 
only in the second and subsequent years. Life insurance companies do increase 
their holdings of long-term credit market assets; and FHLBB advances to savings 
and loans decline because the rate charged on these advances was held at its 
former exogenous level, which has the effect of making such loans unattractive 
to S&Ls as market rates fall. 

The above portfolio adjustments of borrowers and other lenders result in 
reduced household holdings of both short- and long-term securities for the first 
three years. But thereafter, their holdings of long-term securities rise and their 
holdings of short-term securities continue to decline. After six years total long¬ 
term assets have increased by $6.1 billion, all of which has been absorbed by 
households. On the other hand, total short-term assets have decreased by $21 
billion, with households absorbing $18 billion. The drop in Federal securities 
outstanding accounts for nearly all of the decline in short-term assets. 

In response to these changes die short-term rate falls in the first six months by 
a full percentage point, and then begins to gradually return to former levels as 
aggregate demand and the total amount of borrowing rises. The three- to five- 
year bond rate also reaches its minimum in the first year, but the subsequent 
recovery is more gradual. The long-term corporate bond rate continues to decline 
throughout the first two years and then begins to rise at a very gradual rate. This 
gradual response results in part from the long lag of the bond rate behind the 
Treasury bill rate implied by the bond rate equation. 

The recovery of interest rates is further delayed by the particular pattern of 
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debt management implied in the simulation, whereby short-term credit-market 
assets decline sharply (reflecting a continuing Federal government surplus) and 
long-term securities increase (reflecting greater business borrowing). In each of 
die three primary market-rate equations, the decline in household holdings of 
short-term instruments has more of a depressive effect on rates than the upward 
pressure exerted by the rise in long-term instruments. Thus the debt-management 
policies followed in this simulation are an important component of the total 
expansionary effect If die decline in government borrowing was more heavily 
concentrated in long-term securities, market rates would have recovered more 
rapidly and die rise in investment would have been choked off. 9 

Mortgage Purchases by the Federal National 
Mortgage Association 

The exchange by FNMA of government marketable debt for residential mort¬ 
gages is representative of an increasingly common type of financial policy. This 
might be classified as a type of debt management, but it is substantially different 
from previous emphasis on the maturity distribution of the debt. An exercise in 
which FNMA mortgage assets are permanently raised by $1 billion is shown in 
Table 3 of Appendix A. 

An increase in FNMA mortgage holdings is obtained primarily from mort¬ 
gage companies that originate the mortgages in the primary market. Conse¬ 
quently there is littie immediate effect on the mortgage portfolios of the financial 
intermediaries. The rise in FNMA purchases is nearly fully reflected in a larger 
total mortgage stock. This in turn is translated into a correspondingly higher 
level of residential construction in the first year. The multiplier effect of the 
higher construction expenditures on other demand components is also substantial 
because of the complementary impact on consumer durable-goods purchases. 

About $.7 billion of the increased borrowing by FNMA is initially reflected in 
larger household holdings of short-term assets. However, only about $.2 billion 
is drawn away from interest-bearing deposit accounts. Although personal savings 
do not rise, household financial wealth increases by $.6 billion because part of 
the increased flow of mortgage funds is used to finance existing homes, so that 
household mortgage liabilities rise by more than their construction expenditures. 
In addition, households finance a portion of rising consumption with additional 
consumer credit The remaining portion of the FNMA financing is largely ac¬ 
counted for by a rise in business holdings of short-term assets and lower levels of 
FHLB advances. A rise of about 10 basis points in short-term rates is associated 
with these shifts in asset holdings. Thus, in spite of some negative feedbacks on 
alternative sources of mortgage funds, the FNMA operations do serve to stimu¬ 
late home building in the short run. 

However, the relationship between mortgage lending and residential construc¬ 
tion is a flow relationship so that no further stimulative effects are realized 
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beyond the initial increase in the mortgage stock. In fact, aggregate demand will 
be reduced in future periods as the need to finance the mortgage purchases 
through higher government-agency lending raises market interest rates. This sec¬ 
ondary effect reduces deposit inflows into the mortgage-lending institutions and 
causes some realignment of their portfolios toward the higher-yield credit-market 
assets. Business investment is restrained, and the rate of expansion of die mort¬ 
gage stock, and thus residential construction, declines. After die first 18 months 
die level of total demand is lower than in die control simulation. 

Market interest rates initially rise in response to greater agency borrowing and 
private credit demands. In subsequent periods market rates decline back toward 
their former levels, with some evidence of a long cycle. Because of the long lags, 
it is not clear what the equilibrium values would be, but it appears to be a process 
of long damped cycles heading toward a zero long-term effect. 

Federal Purchases Multiplier 

The effects of increasing Federal purchases of goods by $1 billion in constant 
1958 dollars are shown in Table 4 of Appendix A. This provides a representative 
measure of the implied effectiveness of fiscal policy. Real output is raised by 
$1.9 billion at annual rates in the first six months and reaches a peak of $3.4 
billion 18 months after the original stimulus. Thereafter the increment to aggre¬ 
gate demand gradually declines to $1.2 billion after four and a half years. In the 
subsequent periods the model appears to follow a pattern of long damped oscilla¬ 
tions declining toward zero. The current dollar multipliers, which rise from $2 
billion in the first period to $4.4 billion after two years, may appear to be rather 
large, but this is simply because the price deflators (base, 1958 = 1.00) are very 
large during the period of simulation. For example, the constant dollar govern¬ 
ment stimulus of $1 billion is valued at $2.1 billion in current dollars at the end 
of the simulation period. 

The simulation incorporates an assumption of an exogenous supply of unbor¬ 
rowed reserves. Therefore, the initial increase in demand raises interest rates and 
leads to offsetting reductions in the demand categories of state and local expen¬ 
ditures, residential construction, and business investment. This response of ag¬ 
gregate demand to higher market rates is delayed and is not of major importance 
in the first year. Residential construction is reduced in the second and subsequent 
years both because higher market rates lead to lower deposits in the mortgage¬ 
lending institutions and because these institutions realign their own portfolios in 
die direction of higher-yield marketable securities. The accelerator effects of 
output dominate business investment in the first 18 months, but thereafter higher 
borrowing costs push the increment to investment demand back toward zero. 

These multipliers seem to be slightly larger than those of other recent econo¬ 
metric models, such as those of FRB-MIT-PENN and the Wharton Forecasting 
Unit. A substantial portion of these differences can be traced to the investment 
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equations. Our equations imply a higher marginal capital-output ratio than is 
typically found in other models. Interest rates do very little to hold down the 
investment response in die first year because of lags in die adjustment of the bond 
rate to higher short-term rates and because the primary influence of interest rates 
on investment occurs in the second and third years. In addition, these equations 
are not pure accelerator-type formulations where investment is related only to 
changes in the desired capital stock. They include a level-of-output term. Finally, 
the present version of the model is estimated by ordinary least squares, and the 
induced responses may be overestimated because of simultaneous-equation bias. 

The tendency of die model to display a damped cycle reflects the delayed 
response of investment to higher market-interest rates. As a result, the initial rise 
in total output stimulates business investment; however, this accelerator effect 
becomes weaker in future periods as the negative influence of higher interest 
rates begins to dominate. But the effect of lower investment on total demand 
during this second phase causes the current interest rates to decline. Thus there is 
a third phase, during which investment and total output again increase. This 
cycle is amplified by the accelerator-type response of inventory investment and 
consumer durables. 

The increase in Federal purchases is only partially offset by higher taxes and 
lower unemployment transfers, so there is a continuing need for Federal deficit 
financing. Tire magnitude of this need is somewhat arbitrary, as it depends on the 
assumptions with regard to other expenditures and tax policy. We have assumed 
that tax rates are exogenous so that revenue rises slightly more than proportion¬ 
ally with current-dollar GNP. On the other hand, only purchases of goods and 
services are adjusted for inflation. Other expenditures are held basically constant 
in current-dollar terms, with some negative effect from unemployment benefits. 
As a result of these assumptions, the demands placed on the capital market are 
less than half of the original expenditure stimulus. We have assumed that this 
deficit will be largely financed by increased issues of short-teim government 
securities. 

The business financing deficit follows the pattern of fixed investment, with 
substantial borrowing needs occurring during periods of high investment. The 
fluctuations in corporate profits and inventory investment show strong accelera¬ 
tor effects and largely offset each other. For the first 18 months business borrow¬ 
ing is concentrated in short-term liabilities—principally bank loans. But these 
demands are shifted into long-term marketable securities in following periods as 
interest rates level out or decline from their peaks. 

State and local demands on the capital market are reduced as construction 
outlays are reduced and there is a positive, though small, increase in tax reve¬ 
nue. 10 This is reflected in lower long-term bond financing. The deficit of foreign* 
ers is reduced by high imports and exogenous constant-dollar exports. This is 
financed by a combination of more Eurodollar loans to U.S. b anks and higher 
foreign holdings of time deposits and short-term assets. 
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As a result of these changes in the basic sector deficits, there is initially a substan¬ 
tial increase in total short-term debt financing, with very little increase in long-term 
credit market instruments. This is amplified by die sale of short-term assets by 
commercial banks to finance die higher level of bank loans. In future periods these 
effects are translated into the long-term market as business and die Federal govern¬ 
ment shift an increasing proportion of their financing to longer-term debt It is 
partially offset by die lower level of state and local securities. This shift in composi¬ 
tion of credit-market issues is evident in the $.6 billion rise in short-term securities at 
the end of one year compared to a net increase of less than $.1 billion for long-term 
assets. After six years long-term securities are above previous levels by $1.6 billion, 
compared to $1.8 billion for short-term securities. 

Since unborrowed reserves are held constant, commercial banks are unable to 
expand their total assets significantly. In fact, the decline of time deposits in 
response to higher market rates results in a redistribution of their liabilities 
toward demand deposits with a higher reserve requirement. They are forced to 
sell some short-term securities to finance large holdings of consumer credit and 
business loans. Nonbank intermediaries do reduce their holdings of residential 
mortgages, but this potential increase in funds available for credit market assets 
is partially offset by a lower level of deposit liabilities. 

As a result of the above portfolio readjustments, the household sector is 
required to pick up most of the total increase in short-term assets plus those sold 
by commercial banks. The total short-term holdings of households and pension 
funds under these circumstances rise by more than the increase in total outstand¬ 
ings. The nonbank intermediaries make a more substantial contribution to the 
long-term end of the market, so that the increase in household holdings of long¬ 
term credit-market assets is consistently less than 50 percent of the increase in 
total outstandings. 

Within the framework of this model, the increase in household holdings of 
credit-market assets provides the primary impetus for higher market-interest 
rates. The three- to five-year bond rate is affected both by the level of household 
credit market asset holdings relative to total financial wealth and the rate of 
change of this ratio. Second, there is a pronounced effect of asset composition on 
interest rates, with a $1 billion rise in short-term assets having a larger short- and 
long-run effect on market rates than a $1 billion increase in long-term assets. 
Since the changes in credit-market holdings of the first few years are concen¬ 
trated in the short end of the market, short-term market rates respond quickly to 
the rise in aggregate demand and reach their cyclical peak after 18 months. Long¬ 
term rates move more slowly, with the increase in the first 18 months being only 
one-half of the rise in short rates. But they continue to rise in future periods, with 
a long-run increase greater than that for short- and intermediate-term rates. Since 
the longer-term rates provide the primary link back to the real sector, this de¬ 
layed response gives an additional explanation for the substantial lag in mone¬ 
tary influence on total demand. 
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Vin. Conclusion 

The present model and many of its implications must be regarded as tentative. At 
this point we have emphasized that the model produces a solution and that the 
behavior of the aggregates appear plausible relative to prior expectations. But 
many of the specific parameter estimates are subject to error and later revision. 
Flow-of-funds models are still in their infancy, and the quality of the available 
data for the knowledge of individual sectors’ behavior is limited. 

However, taken as a whole, the model provides an impressive amount of 
evidence that financial structure does matter. Particularly, in the short run, finan¬ 
cial assets other than money reflect a lack of homogeneity in several dimensions. 
The multiplicity of significant relative interest-rate effects in the individual equa¬ 
tions is demonstrative of the usefulness of the portfolio-balance approach to 
monetary analysis. Yet the formal theory must be significantly modified to incor¬ 
porate flow as well as stock effects. The financial markets seem to be a world 
where both flows and stocks matter, with both extremes being equally implausi¬ 
ble. We hope that this model will provide a general framework within which 
more advanced work on specific sectors and markets can be evaluated. 

Notes 

1. The definition of liquid U.S. government securities is somewhat unconventional in 
that it includes all agency issues and marketable debt under five years. The five-year 
cutoff was used instead of one year because of a substantial volume of transactions in 
securities in excess of one year. The intermediate-term securities also are held in substan¬ 
tial volume by sectors such as business, which we would normally expect to have primar¬ 
ily a liquidity interest in financial assets. These factors imply that the one- to five-year 
securities are viewed as highly liquid investments. There is also a statistical problem of 
sharply defining the cutoff at one year. With so much movement within individual sectors 
between one year and over, it was virtually impossible to estimate a stable demand 
function that could distinguish between a one- and a two-year security. The series actually 
includes all securities of fewer than four years and a linearly declining proportion of those 
from four to six years. The procedure was followed in an attempt to eliminate the sudden 
shifts in the data resulting from the simple aging by which a long-term security on one 
day suddenly becomes a short-term security on the next. 

2. In these works, the mean and standard deviation of a subjectively determined 
probability distribution are used to measure the yield and risk associated with a financial 
asset. This simplification provides strong conclusions with regard to the pattern of optimal 
portfolio selection, in particular that the overall utility of the portfolio will be increased by 
diversification. 

3. A far more detailed discussion of die importance of balance sheet restrictions and 
other constraints appears in William C. Brainard and James Tobin, “Pitfalls in Financial 
Model Building,” American Economic Review 58 (May 1968): 99-122. Of course, these 
problems are not unique to models of the financial sector, but they are more obvious in 
areas where compositional factors are so important 

4. Problems of aggregation and measurement error result in situations when the statis¬ 
tical discrepancy is the major balancing item. In computing the least-squares regression. 
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deviations from the mean are treated equally for all asset classes despite the fact that the 
data may vary in quality. 

5. We did not find a similar response of life insurance companies whose short 
security holdings remained at rather low levels for most of the period studied. However, 
since life insurance companies play such an important role in the bond markets, it may be 
that a change in their expectations forces changes in actual long-term rates rather than 
quantities. Life insurance rate expectations may therefore be reflected in the equations for 
the rates themselves. 

6. We also did not find a significant statistical influence for previous rates of infla¬ 
tion if they were added to the rate equations as presently formulated. 

7. We also have adjusted household savings and the deficit of state and local govern¬ 
ments for contributions to employee pension funds. This provides a more symmetric 
treatment relative to private pension fimds. A matching adjustment is not made for the 
Federal government, since no independent fund is maintained. 

8. [Appendix A has not been included—Ed.] 

9. The conclusion of this model that debt management can have a substantial 
impact on the term structure of interest rates is at variance with several previous 
studies. Our results must be regarded as tentative, but they were obtained consistently 
from a variety of different formulations of the rate equation. Part of the difference in 
the results may be traceable to our use of the corporate bond rate as the basic measure 
of long-term yields. Thus it includes a risk premium as well as liquidity and ex- 
pectational effects. However, the tax laws have resulted in serious distortions in the 
government bond rate as a measure of long-term yields in recent years. Of possibly 
greater significance is our use of private as well as public debt instruments in measur¬ 
ing effects of debt maturity. Private long-term issues (corporate and state and local 
government) have grown enormously in the postwar period. In contrast, an index of 
the maturity of the Federal debt (used in prior studies) has consistently declined over 
the period. Thus the debt maturity measure based on Federal securities alone is in¬ 
versely correlated with that of the market as a whole. 

10. The elasticity of state and local revenue is low with respect to GNP because we 
have assumed that tax rates are exogenous. In addition, state and local expenditures are 
affected more by inflation than Federal expenditures in the model because of a much 
larger role of purchases of goods and services in total expenditures. 

Bibliography 

Anderson, W.H. Locke. Corporate Finance and Fixed Investment . Boston: Graduate 
School of Business Administration, Harvard University, 1964. 

Board of Governors of the Federal Reserve System. Ways to Moderate Fluctuations in 
Housing Construction. Washington, DC: Federal Reserve, 1972. 

-. Flow of Funds Accounts, 1945-70, and periodic supplements. 

Bosworth, Barry. "Patterns of Corporate External Financing." Brookings Papers on Eco¬ 
nomic Activity II, no. 2 (1970): 253-79. 

Brainard, William C., and Tobin, James. "Pitfalls in Financial Model-Building." Ameri¬ 
can Economic Review LVII (May 1968): 99-122. 

De Leeuw, Frank. "A Model of Financial Behavior." In James S. Duesenberry, Gary 
Fromm, Lawrence R. Klein, and Edwin Kuh, eds., The Brookings Quarterly Econo¬ 
metric Model of the United States. Chicago: Rand McNally, 1965. 

De Leeuw, Frank, and Gramlich, Edward. "The Channels of Monetary Policy: A Further 
Report on the Federal Reserve-MIT Model.” Journal of Finance XXIV (May 1969): 
265-290. 




FULL FINANCIAL STRUCTURE 425 


-. ‘The Federal Reserve-MIT Econometric Model.” Federal Reserve Bulletin LIV 

(January 1968): 11-40. 

Duesenberry, James S. “The Portfolio Approach to the Demand for Money and Other 
Assets.” Review of Economics and Statistics XLV (Supplement, February 1963): 9-24. 

--. “A Process Approach to Flow-of-Funds Analysis.” In Vito Natrella, ed., The 

Flow-of-Funds Approach to Social Accounting. National Bureau of Economic Re¬ 
search, Studies in Income and Wealth 26. Princeton, NJ: Princeton University Press, 
1967. 

Fair, Ray C., and Malkiel, Burton G. “The Determination of Yield Differentials Between 
Debt Instruments of the Same Maturity.” Journal of Money, Credit, and Banking III 
(November 1971): 733-49. 

Goldfeld, Stephen M. Commercial Bank Behavior and Economic Activity . Amsterdam: 
North-Holland, 1966. 

-. “An Extension of the Monetary Sector.” In James S. Duesenberry, Gary Fromm, 

Lawrence R. Klein, and Edwin Kuh, eds.. The Brookings Model: Some Further Re¬ 
sults . Chicago: Rand McNally, 1969. 

Goldsmith, Raymond W. A Study of Savings in the United States. National Bureau of 
Economic Research. Princeton, NJ: Princeton University Press, 1955. 

Gramlich, E.M. “The Usefulness of Monetary and Fiscal Policy as Discretionary Fiscal 
Tools.” Journal of Money, Credit, and Banking III (May 1971): 506-32. 

Gramlich, E.M., and Jaffee, D.M. Savings Deposits, Mortgages, and Housing. Lexington, 
MA: D.C. Heath, 1972. 

Gurley, John G., and Shaw, Edward S. “Financial Aspects of Economic Development” 
American Economic Review XLV (September 1955): 515-38. 

-. “Financial Intermediaries and die Saving-Investment Process.” Journal of Fi¬ 
nance XI (May 1956): 257-76. 

-. Money in a Theory of Finance. Washington, DC: The Brookings Institution, 

1960. 

Hodgman, Donald R. Commercial Bank Loan and Investment Policy. Champaign: Bureau 
of Economic and Business Research, University of Illinois, 1963. 

Jaffee, Dwight M. Credit Rationing and the Commercial Loan Market. New York: John 
Wiley & Sons, 1971. 

Jones, Lawrence D. Investment Policies of Life Insurance Companies. Boston: Graduate 
School of Business Administration, Harvard University, 1968. 

Kessel, Reuben A. “The Cyclical Behavior of the Term Structure of Interest Rates.” 
In Jack Guttentag and Phillip Cagen, eds., Essays on Interest Rates II. National 
Bureau of Economic Research, General Series 93. New York: Columbia Univer¬ 
sity Press, 1971. 

Lintner, John. “The Valuation of Risky Assets and the Selection of Risky Investments in 
Stock Portfolios and Capital Budgets.” Review of Economics and Statistics XLVII 
(February 1965): 13-37. 

Malkiel, Burton Gordon. The Term Structure of Interest Rates . Princeton, NJ: Princeton 
University Press, 1966. 

Markowitz, Harry. “Portfolio Selection.” Journal of Finance VII (March 1952): 77-91. 

Meiselman, David. The Term Structure of Interest Rates. Englewood Cliffs, NJ: Prentice- 
Hall, 1962. 

Modigliani, Franco. “Monetary Policy and Consumption,” Consumer Spending and Mon¬ 
etary Policy: The Linkages. Federal Reserve Bank of Boston, June 1971. 

Modigliani, Franco, Rasche, Robert, and Cooper, J. Philip.“Central Bank Policy, the 
Money Supply, and the Short-Term Rate of Interest” Journal of Money, Credit, and 
Banking II (May 1970): 166-218. 



426 EMPIRICAL MODEL ANALYSIS 


Modigliani, Franco, and Sutch, Richard. “Innovations in Interest Rate Policy.*’ American 
Economic Review LVI (May 1966): 178-97. 

Petersen, John E. “Response of State and Local Governments to Varying Credit Condi¬ 
tions.” Federal Reserve Bulletin, 57, no. 3 (March 1971): 209-232. 

Report of the Commission on Mortgage Interest Rates . Washington, DC: U.S. Govern¬ 
ment Printing Office, 1969. 

The Report of the President \s Commission on Financial Structure and Regulation. Wash¬ 
ington, DC: U.S. Government Printing Office, 1972. 

Robinson, Roland I. Money and Capital Markets. New York: McGraw-Hill, 1964. 

Sharpe, William F. “Capital Asset Prices: A Theory of Market Equilibrium Under Condi¬ 
tions of Risk.” Journal of Finance XIX (September 1964): 425-42. 

Taylor, Stephen. “Uses of Flow-of-Funds Accounts in the Federal Reserve System.” 
Journal of Finance XVIII (May 1963): 249-58. 

Tobin, James. “An Essay on the Principles of Debt Management” Commission on Money 
and Credit Fiscal and Debt Management Policies. Englewood Cliffs, NJ: Prentice- 
Hall, 1963. 

-. “Liquidity Preference as Behavior Toward Risk.” Review of Economic Studies 

XXV (February 1958): 65-86. 


_28 

Benjamin M. Friedman 

The Demand-Supply Model and 
Long-Term Interest Rates 

( 1980 ) 


The yields and prices of long-tenn assets play an important role in the complex 
interrelationships that connect financial and nonfinancial behavior in an econ¬ 
omy like that of the United States. Long-term interest rates are a major compo¬ 
nent of the cost of financial capital to corporate borrowers and, consequently, a 
key determinant of physical capital formation through business investment in 
new plant and equipment. Long-term interest rates may also affect other typi¬ 
cally debt-financed physical investments such as residential construction, al¬ 
though the evidence there is less straightforward. Equity yields constitute another 
large component of the cost of corporate financial capital, and hence another 
determinant of business investment Movements in equity prices (and, to a lesser 
extent, bond prices) also account for much of the variation in households’ overall 
wealth positions and thereby importantly influence consumer spending. In sum, 
long-term asset yields and prices are a large part of the story of how what 
happens in the financial markets—including monetary policy and the financial 
aspects of fiscal policy—affects the nonfinancial economy. 

In light of the importance of long-term asset yields and prices even in a 
nonfinancial context, the meager treatment accorded their determination in most 
present-day macroeconometric models is both surprising and disconcerting. 
Moreover, the skeleton-like treatment accorded long-term assets in such models 
often contrasts sharply with the rich development of the determination of short¬ 
term yields (via a market-clearing approach to die demand for and supply of 


Excerpted, with permission, from Benjamin M. Friedman, “The Determination of 
Long-Term Interest Rates: Implications for Fiscal and Monetary Policies,” Journal of 
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either money or bank reserves) or the effects of long-term asset yields on invest¬ 
ment (via the “putty clay” neoclassical investment function) and consumption 
(via the “life cycle” model). Instead, after carefully modeling short-term interest 
rates, most such models determine one long-term interest rate by a simple term- 
structure relation to short-term rates and then determine other long-term yields 
(including equity yields, and hence equity prices) by analogous single equations, 
before proceeding to use these long-term asset yields and prices as inputs to the 
again more fully modeled nonfinancial blocks. Even in models that contain 
substantial quantity detail relating to long-term asset markets, such detail is often 
merely peripheral, and the actual determination of long-term yields and prices 
takes place independently along roughly these lines. 

In principle, of course, simplicity is a virtue in economic modeling, and there 
is nothing necessarily wrong with handling this key middle step between short¬ 
term yields and nonfinancial behavior by a spare single-equation approach. The 
issue, instead, is whether the standard single term-structure equation does or does 
not adequately represent the main features of long-term interest rate determina¬ 
tion. In particular, while such equations could in principle capture effects due to 
shifts in relative asset demands (say, because of weak cash flows at major bond¬ 
buying institutions) or relative asset supplies (say, because of strong business 
capital expenditures in comparison to profits), in practice they do not. Experi¬ 
ence with U.S. data indicates that single term-structure equations are simply 
incapable of representing such influences on long-term interest rate determina¬ 
tion. 1 To the extent that such influences matter, therefore, these single equations 
inadequately represent long-term yield behavior, and macromodels based on 
these equations may give a misleading picture of important financial effects on 
nonfinancial economic behavior. 

The object of this paper is to bring to bear on financial-nonfinancial interac¬ 
tions a richer approach to modeling the determination of long-term interest rates. 
In a series of previous papers 2 I have developed an alternative model based 
explicitly on die truism that any factor affecting long-term bond yields does so 
by (and only by) influencing some borrower’s supply of bonds and/or some 
lender’s demand for bonds. Rather than model the bond yield directly, as in the 
single-equation term-structure approach, this work instead models the supply of 
and the demand for bonds, and determines the bond yield at the level necessary 
to equate resulting total supply and demand. 3 The specific bond supplies and 
demands modeled in this work are those in the U.S. market for corporate bonds; 
this market is the primary source of long-term external funds to finance business 
fixed investment, and the corporate bond yield is also the long-term interest rate 
most frequently used in single-equation models of term-structure relationships. 4 

This paper reports the implications of this supply-demand model of long-term 
interest rate determination for the effectiveness of monetary and fiscal policies, 
as modeled in all other respects by the MIT-Penn-SSRC (henceforth MPS) 
econometric model of the United States. The new research tool applied in this 
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paper is therefore an altered MPS model from which the usual single term-struc¬ 
ture equation has been removed and into which a supply-demand model of the 
bond market has been substituted. The only difference between this altered MPS 
model and die f amiliar MPS model therefore lies in the determination of long¬ 
term asset yields and prices. Since these long-term yields and prices are such an 
important part of the overall bearing of financial market developments on nonfi- 
nancial behavior, however, the altered model exhibits interesting implications for 
fiscal and monetary policies. 

Section 1 describes the supply-demand model of the bond market, contrasting 
it to the standard single-equation term-structure approach, and notes some of the 
key influences on long-term interest rate determination that die MPS model’s 
term-structure equation overlooks but that the supply-demand model of die bond 
market incorporates. Section 2 briefly recalls the important channels by which 
long-term asset yields and prices (however determined) affect nonfinancial be¬ 
havior in the MPS model. Sections 3 and 4 focus on fiscal policy and monetary 
policy, respectively, highlighting the differences that emerge in the analysis of 
these policies according to the approach adopted for long-term interest rate de¬ 
termination. Section S offers some general conclusions drawn from these results, 
and suggests some opportunities for further research along these lines. 

I. The Determination of Long-Term Interest Rates 3 

A. The Concept of the Demand-Supply Model 

Since the concept of price determination by the market-clearing intersection of 
demand and supply is central to die analysis of economic behavior, it seems at 
first only natural to approach the determination of financial asset prices and yields 
from an explicit demand-supply perspective. The total market demand for any 
given asset A° is presumably some function of the asset’s yield r and of other 
factors (such as yields on competing assets, variances and covariances, etc.), 

A D =f>{..r, £0 (28.1) 

while the total market supply of the asset is an analogous function 6 

A s =J s [...,r,...)J s SO. (28.2) 

The requirement of market clearing, 

A D -A S , (28.3) 

closes the system and permits die model to determine not only the asset quantity 
A ( = A° = AS) but also the asset yield r. Any factor that influences the demand 
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for or supply of an asset will also, ceteris paribus, influence the asset’s yield (and 
price). Conversely, any factor that influences an asset’s yield does so, ceteris 
paribus, only by influencing the relevant market demand or supply (or both). 

In addition to its appeal from the general standpoint of economic theory, there 
are two further reasons why the explicit demand-supply perspective seems par¬ 
ticularly appropriate for modeling asset prices and yields. First, the highly effi¬ 
cient markets for many actively traded financial assets should be cases for which, 
in comparison with many product and factor markets, the assumption of market 
clearing as in equation 28.3 requires relatively little sacrifice of realism. Second, 
a long tradition of economic analysis of portfolio behavior has provided a rich 
development of economic theory deriving the pertinent asset demand and supply 
relations, as in equations 28.1 and 28.2, from the constrained utility-maximizing 
behavior of market participants under a variety of assumptions about the specifi¬ 
cation of the utility function and the nature of the associated constraints. 

At the empirical level, however, economists modeling the determination of 
long-term interest rates—that is, the yields on fixed-income assets of long dura¬ 
tion—have traditionally avoided the explicit demand-supply apparatus and in¬ 
stead related long-term interest rates directly to short-term interest rates and/or 
various other factors assumed to influence die demand for and/or die supply of 
long-term bonds. The dominant empirical methodology associated with this ap¬ 
proach has been a model consisting of a single unrestricted reduced-form equa¬ 
tion with the value of the (nominal) long-term interest rate as the dependent 
variable. Familiar explanatory variables used in such unrestricted reduced-form 
long-term interest rate equations include proxy representations of expected fu¬ 
ture short-term interest rates and expected future price inflation, a monetary 
policy variable, a proxy for liquidity considerations, etc. Indeed, the literature of 
the subject has typically—and properly—considered any variable that might 
influence the demand for and/or supply of bonds an appropriate argument of the 
unrestricted reduced-form equation determining the long-term interest rate. 

Since the explicit demand-supply model of equations 28.1 through 28.3 also 
implies an equation for the long-term interest rate, this structural model consti¬ 
tutes a valid alternative to the single-equation unrestricted reduced-form model. 
The demand-supply model’s implied expression for r is itself a reduced-form 
equation (except for any nonlinearities introduced by functional forms/ 0 and/*) 
that is equivalent to the conventional equation except that it is restricted by die 
underlying structural demand and supply equations. 

The two key advantages of die demand-supply model are its ability to use the 
theory of portfolio behavior to restrict the implied equation for the long-term 
interest rate and the facility that it provides for directly investigating hypotheses 
about portfolio behavior. In return, this structural approach imposes on the re¬ 
searcher the discipline of explicitly acknowledging that, since financial asset 
yields (i.e., asset prices) are proximately determined in a market in which assets 
are bought and sold, any factor hypothesized to influence the long-term interest 
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rate can do so only by influencing some issuer’s supply of bonds or some 
investor’s demand for bonds, or both. To die extent that expectations of future 
short-term yields are relevant via substitution effects that enforce die familiar 
term-structure relationship, or that less-than-infinite elasticities of substitution 
create “preferred habitats” that render quantity variables relevant, or that less- 
than-infinite adjustment speeds render quantity flow variables relevant as well as 
quantity stock variables—all these factors affect the determination of long-term 
interest rates by, and only by, influencing the portfolio behavior of borrowers 
and lenders. 

B. Methodological Issues 

Several methodological aspects of die demand-supply approach to modeling 
long-term interest rate determination merit explicit comment. 

First, since the long-term interest rate is clearly a jointiy determined variable 
in die structural model, it is necessary to use an estimation technique that avoids 
the inconsistency to which the model’s simultaneity would subject ordinary 
least-squares procedures. Numerous instrumental-variable procedures are readily 
available for this purpose. 

Second, the demand-supply approach largely avoids the problem of spurious 
correlations inherent in unrestricted estimation of interest rate relationships. This 
point is especially relevant in the case of flexible distributed lags on past interest 
rates, which are typically the heart of interest rate models based on the expecta¬ 
tions theory of the term structure. In a structural model any such distributed lags 
simply appear as arguments of the individual demand and supply equations, 
where spurious correlation is both less likely and less harmful. 

Third, it follows by construction of least-squares estimators that the sin¬ 
gle-equation unrestricted reduced-form model of long-term interest rate de¬ 
termination will always “fit” historical interest rate data at least as well as the 
restricted expression estimated implicitly within any corresponding explicit 
demand-supply model. Hence it is possible that the structural model may buy 
its key associated advantages—its ability to use and test explicit behavioral 
hypotheses—at great cost in terms of performance as measured by within- 
sample fit. The key methodological finding documented in Friedman (1977b, 
1979), however, is that a fully dynamic simulation of the structural bond 
market model tracks the historical long-term interest rate with a root-mean- 
square error no larger (and sometimes smaller) than the comparable standard 
errors reported by researchers using the unrestricted single-equation term- 
structure methodology. Hence the portfolio-theoretic restrictions placed on 
the structural model’s demand and supply equations apparently “pay their 
freight” in terms of enriching die model’s ability to draw general behavioral 
implications without substantially eroding even its within-sample “predic¬ 
tive” performance. 
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C. The Equations in the Bond Market Model 

The demand side of the corporate bond market model consists of six equations 
separately representing the net purchases of corporate bonds by life insurance 
companies, other insurance companies, private pension funds, state and local 
government retirement funds, mutual savings banks, and households; these in¬ 
vestors together hold approximately 95 percent of all corporate bonds issued in 
the United States. The supply side of the model consists of two equations sepa¬ 
rately representing the net new issues of corporate bonds by domestic nonfinan- 
cial business corporations and finance companies, which together account for 
more than 90 percent of all corporate bonds issued in the United States. A ninth 
equation determines the net of die bond-purchasing and bond-issuing activity of 
the remaining categories of market participants. 

The model’s tenth and final equation is a market-clearing equilibrium condi¬ 
tion analogous to equation 28.3 that enables the structural model to determine 
the no minal long-term interest rate (i.e., the own-rate), which is an argument of 
each structural bond-demand or bond-supply equation. The particular long-term 
interest rate used as die own-rate in this model is die observed new-issue yield 
on long-term bonds issued by utility companies rated Aa by Moody’s Investors 
Service. 

The specification of the respective sectors’ bond demand equations combines 
the familiar linear homogeneous model of desired portfolio selection, 

A* N M 

V“ S E P«* r t + £ Y,/, x ht + n i 

W t k h 

with the optimal marginal adjustment model of portfolio adjustment in the pres¬ 
ence of transactions costs, 

N 

E <«; . a’ AH', i-1. N, 

k 

where die a< are percentage portfolio shares, die At are dollar amount asset 
holdings, W is total portfolio size, the n e are expected yields, the x* are other 
influences on portfolio selection (including variances and covariances), die A At 
are net asset purchases, AfV is total investable cash flow, an asterisk indicates a 
desired value, and die pa, yu, m, and 6a are fixed behavioral parameters. The 
specification of die respective sectors’ bond supply equations is analogous to that 
of die model’s bond demand equations, co mbining die linear homogeneous se¬ 
lection of desired liabilities to finance a given cumulated external deficit and 
again die optimal marginal adjustment model. 
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The primary rationale motivating the use of die linear homogeneous portfolio 
selection model is, as usual, simply its convenience and tractability. 7 Some ad¬ 
justment model is always necessary to render a desired portfolio allocation 
model operational in the presence of transaction costs. The principal advantage 
motivating the use of the optimal marginal adjustment model is that it captures, 
in a tractable way, die effect of differential transaction costs, which renders the 
allocation of the new investable cash flow more sensitive to expected yields (and 
variances, etc.) than the reallocation of the asset holdings already in die portfolio. 

The primary data source for the stock and flow quantities used in this model is 
the Federal Reserve System’s flow-of-funds accounts. The respective bond de¬ 
mand and supply equations are estimated using the instrumental-variables proce¬ 
dure of Bnmdy and Jorgenson (1971). 

D. Influences on the Long-Term Interest Rate 

Since a key determinant of market participants’ demands for and supplies of 
bonds as modeled in equation 28.4 is the comparison of the expected yield on 
bonds versus the yield on short-term assets, short-term yields play a large role in 
determining long-term yields in the demand-supply model just as they do in a 
single-equation term-structure model. Expectations of price inflation, proxied by 
current and recent observed inflation, also play an analogous role here and in the 
conventional term-structure equation. If these variables were the only arguments 
of the demand and supply equations, then the sole contribution of the structural 
model would be tire imposition of some restrictions on the estimation of an 
otherwise standard long-term interest rate equation. 

In fact, however, the respective bond demand and supply equations as mod¬ 
eled in equations 28.4 and 28.5 include a rich set of arguments other than just 
short-term yields and price inflation, and the structural model’s basic require¬ 
ment that total demand equal total supply likewise determines the long-term 
interest rate in a way that depends on these additional market forces. Allowing 
for these additional factors changes the process determining long-term interest 
rates (and long-term asset yields and prices more generally) and consequently 
alters the way in which the financial markets affect nonfmancial economic be¬ 
havior in the overall macroeconometric model. 

Substituting the corporate bond market model for the MPS model’s term-struc¬ 
ture equation therefore brings to bear on long-term interest rate determination a 
host of aspects of financial market behavior that are already modeled elsewhere in 
the MPS model but that are ordinarily excluded by the MPS model’s term-struc¬ 
ture equation from affecting long-term yields. The interactions among these forces 
are sufficiently complex to preclude a full enumeration. Nevertheless, since the 
results presented below show that the overall implications of these factors for the 
financial-nonfinancial behavioral linkage are substantial, it is useful to highlight 
separately several of the more important ones. 
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Business Borrowing Effects 

The MPS model determines the business sector’s after-tax profits and deprecia¬ 
tion allowances, as well as key uses of funds such as capital expenditures, inven¬ 
tory accumulation, and dividend payments. Hence the model also approximately 
determines die business sector’s external borrowing requirements. In the bond 
market model, the external deficit of die business sector is a key determinant of 
die supply of bonds. 8 Stronger fixed investment or weaker profits (or both to¬ 
gether) imply a larger external deficit, hence greater bond supply, hence a higher 
market-clearing long-term interest rate ceteris paribus. 

Investable Cash Flow Effects 

The MPS model determines the incomes and expenditures, and hence die net 
accumulations of financial assets, for most of die major categories of bond 
market investors. 9 In die bond market model, each investing sector’s investable 
cash flow is a key determinant of its demand for bonds. Stronger personal in¬ 
come flows, or additional payments into pension funds, or stronger demand for 
life insurance products (or all three together) implies a larger investable cash 
flow, hence greater bond demand, hence a lower market-clearing long-term in¬ 
terest rate ceteris paribus. 

Disintermediation Effects 

The MPS model devotes particularly detailed attention to the determination of 
the cash flows of institutions that, at times of high short-term market yields, 
experience cash outflows because of deposit interest rate ceilings or an equiva¬ 
lent. The two such institutions also included explicidy in the bond market model 
are life insurance companies, which must meet policy loan demand at predeter¬ 
mined rates, and mutual savings banks, which face die familiar Regulation Q 
ceilings. In either case, higher short-term market yields imply a smaller invest¬ 
able cash flow, hence smaller bond demand, hence a higher market-clearing 
long-term interest rate ceteris paribus. 

Portfolio Diversification Effects 

The MPS model determines the movement of equity prices, and hence the 
value of the equity portion of investors’ portfolios. In the bond market model, 
each investing sector seeks to diversify its total portfolio in the context of 
changing asset values, of which the most volatile by far are equity prices. 10 
Higher equity prices imply a greater value of equities in investors’ portfolios, 
hence greater bond demand, hence a lower market-clearing long-term interest 
rate ceteris paribus. 
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Perceived Risk Effects 

The MPS model determines the yields on short-term financial assets such as 
commercial paper and Treasury bills, as well as (here in conjunction with die 
bond market model) the yields and prices of long-term assets such as bonds and 
equities. In the bond market model, each investing sector selects its portfolio on 
the basis of not only die expected yields on the available assets but also the 
variances associated with those yields. Greater variability of equity prices im¬ 
plies greater bond demand, hence a lower market-clearing long-term interest 
rate, while greater variability of bond prices implies smaller bond demand, hence 
a higher market-clearing long-term interest rate ceteris paribus. 11 

2. Influences of the Long-Term Interest Rate on 
Nonfinandal Behavior in the MPS Model 

In the MPS model the long-term interest rate, once determined, exerts in turn a 
variety of influences on nonfmancial economic behavior. 12 

Perhaps die most familiar of these influences, following Jorgenson (1963) and 
Bischoff (1970), is the effect on business fixed investment via the role of die 
long-term interest rate in determining die user cost of capital. The cost of capital 
in the model is a weighted average (appropriately adjusted for tax factors) of the 
corporate bond yield and the dividend-price equity yield, where die equity yield 
depends on die bond yield via a simple tenn-stmcture-like relation. The user cost 
of capital is in turn a principal determinant of the unit rental rate on physical 
capital, which depends also on depreciation factors, additional tax factors, and 
the price of capital goods. The rental rate together with the price of business 
output then determine die equilibrium capital-output ratio, the desired capital 
stock is a function of current and lagged values of both output and the equilib¬ 
rium capital-output ratio, and investment expenditures finally follow from an 
adjustment process that gradually brings the actual capital stock into alignment 
with the corresponding desired level. 

The MPS model applies this causal chain, with the corporate bond yield at its 
inception, to determine separately expenditures on producers’ structures and on 
producers’ durable goods. In addition, the MPS model applies an analogous 
causal chain beginning from the mortgage yield (which, like the equity yield, 
depends on the corporate bond yield via a simple relationship) to determine 
separately expenditures on one- to two-family houses and on multi-family 
houses. The motivation underlying the MPS model’s determination of expendi¬ 
tures of consumer durables is again analogous, although in this case the model 
actually uses a simplified function relating consumer durable expenditures di¬ 
rectly to the corporate bond yield. 

In addition to these direct influences, in the MPS model the corporate bond 
yield also exerts one further important influence on nonfmancial behavior at only 
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one step removed. The MPS model solves for the market value of outstanding 
corporate equities as the quotient of dividend payments (determined by a func¬ 
tion in which the corporate bond yield is one direct argument among several) and 
die dividend-price yield (determined by a function in which the corporate bond 
yield is the principal direct argument). Equities in turn account for a large part of 
the average value of households’ total wealth and, given die relative volatility of 
equity prices, an even larger part of the variation over time in households’ total 
wealth. Since households’ wealth is the primary determinant of nondurable con¬ 
sumption in die “life cycle” model developed by Ando and Modigliani (1963), 
Modigliani (1966), and Modigliani and Brumberg (1954), die value of corporate 
equity—and hence its key determinant, the corporate bond yield—emerges as 
the major driving force behind consumption spending. 

In light of its direct influence on business fixed investment, residential con¬ 
struction, and durable consumption, and its only marginally less direct influence 
on nondurable consumption, the corporate bond yield emerges as one of the most 
important variables in the MPS model’s relation of nonfinancial behavior to the 
financial markets. Moreover, within the model’s representation of the financial 
markets themselves, the corporate bond yield is a direct argument of the func¬ 
tions determining numerous yield variables (including the yields on equities, 
mortgages, municipal bonds, commercial loans, mutual savings bank deposits, 
and savings and loan shares) as well as quantity variables (e.g., corporate divi¬ 
dends, commercial loan demand, new mortgage commitments, and thrift institu¬ 
tion deposits); and these financial variables also exert diverse influences on 
nonfinancial economic behavior in the model. 13 

Changing the MPS model’s method of determining the corporate bond yield, 
by substituting the demand-supply model of the bond market outlined in section 
1 in place of the MPS model’s single term-structure equation, can therefore have 
substantial implications for the model’s overall behavior. If the bond market 
model successfully captures central features of long-term interest rate determina¬ 
tion omitted by die term-structure equation, then the description provided by the 
combined MPS and bond market model will provide a better guide to the work¬ 
ing of the economy. 

3. Analysis of Fiscal Policy Effects 

A. Fiscal Policy with Nonaccommodadve Monetary Policy 

The magnitude and timing of the economic effects of fiscal policy actions consti¬ 
tute two of the most widely investigated phenomena in the literature of empirical 
macroeconomics. A “pure” fiscal action in this context has come to mean deficit 
spending (or tax reduction, or tire reverse of either one), with die money stock 
held unchanged so that, in effect, the government finances its deficit not by 
money creation but by selling interest-paying debt instruments to the public. 14 A 
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now familiar feature of such “bond-financed” fiscal actions is that the 
stimulative effect on total economic activity is only temporary, with the addi¬ 
tional government spending “crowding out” some or all forms of private 
spending after some time. 

Table 28.1 summarizes the results of two simulations of the MPS model 
designed to investigate the economic effect of a sizable increase in the federal 
government’s purchases of goods and services. The first simulation uses the 
conventional MPS model in which the key linkage determining the long-term 
coiporate bond yield (the Aaa seasoned bond index) is die standard single term- 
structure equation. The second simulation uses instead the altered MPS model, 
in which the conventional model (less the term-structure equation) is combined 
with the demand-supply model of the corporate bond market. Since the corporate 
bond market model determines the Aa new-issue utility yield, an additional 
equation then determines the Aaa seasoned corporate yield via a simple direct 
relationship, and the Aaa seasoned yield remains die yield variable used on die 
right-hand side of the many other MPS equations noted in section 2. 15 

In all respects other than the substitution of the demand-supply corporate 
bond market model for the single term-structure equation as the means of deter¬ 
mining long-term interest rates, the two simulations are identical. The period of 
attention in both is the ten-quarter interval spanning 1967.I-1969.il—perhaps the 
last time that die U.S. economy was neither in recession, nor in the immediate 
recovery from a recession, nor under price controls, nor adjusting to sharp en¬ 
ergy price changes. 16 In both simulations the model is adjusted by adding back 
the historical single-equation residuals so that, given the historical values for all 
of its exogenous variables, the model would exactly reproduce the historical 
paths for its endogenous variables. Hence whatever differences emerge between 
the simulated and historical values of the endogenous variables, when any exog¬ 
enous variable differs from its historical path, are attributable entirely to the 
effect of that exogenous variable in the model rather than to any underlying 
failure of the model’s ability to reproduce the observed historical record. 

The three left-hand columns of Table 28.1 report sets of mean values for 
several key economic variables over the ten quarters of the simulation period: 
first the historical means, next the means from the fiscal policy simulation based 
on the MPS model alone, and then the means from the analogous simulation 
based on the combined MPS and corporate bond market model. 

The behavior of two key exogenous variables defines the economic policy 
content of the simulations. In both simulations fiscal policy is more expansionary 
than it was historically, to the extent of an additional $10 billion (in 1972 dollars) 
annual rate of federal government spending on goods and services—that is, an 
additional $25 billion spent over the ten quarters. Monetary policy is non- 
accommodative in both simulations, in that the money stock is unchanged from 
its historical path despite the additional government spending. 

A comparison of die first and second columns of the table shows the familiar 
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story of how debt-financed fiscal policy works in the MPS model. No additional 
supply of money is available to accommodate the greater demand for money due 
to die induced increase in economic activity, and so short-term interest rates 
must rise by about l.S percent to clear the money and bank reserves markets. 
The model’s term-structure equation translates this increase in short-term interest 
rates into an increase of 0.5 percent in the corporate bond yield, and related 
equations generate a decline of $58 billion (nearly 8 percent) in equity values. 
Because of the effect of higher short- and long-term interest rates and lower 
equity values operating through die channels enumerated in section 2, the aver¬ 
age effect on real income associated with die additional $10 billion of govern¬ 
ment spending is only $8.7 billion. (In other words, die ten-quarter average 
multiplier is 0.87.) It is interesting to note, however, that die overall average 
effect of the fiscal policy action on business capital formation is slighdy positive, 
with fixed investment marginally greater for both plant and equipment, indicat¬ 
ing that in the model die positive effects of a higher operating rate outweigh the 
negative effects of a higher cost of capital. Hence the burden of “crowding out” 
represented by the less-than-unit multiplier value falls entirely on consumption 
and residential construction. Finally, prices are higher by about 1 percent, be¬ 
cause of die greater real economic activity, so that die average nominal income 
for the ten quarters is greater by $ 19 billion. 

The third column of Table 28.1, which gives the corresponding ten-quarter 
mean values for the analogous simulation using the combined MPS and corpo¬ 
rate bond market model, gives a somewhat different—in particular, a more ex¬ 
pansionary—account of the working of fiscal policy. Average real income is 
greater than the historical not by $8.7 billion but by $12.7 billion (a ten-quarter 
multiplier of 1.27), and both components of business capital formation are 
slightly stronger than in the simulation based on the MPS model alone. With 
prices marginally higher also, the average nominal income is greater than the 
historical by $24 billion. As is to be expected, this stronger nominal income 
growth increases the demand for money yet further, in comparison with the first 
simulation, so that the increase in short-term interest rates is about 2 percent. 
Despite this sharp increase in short-term interest rates, however, the corporate 
bond yield rises very slighdy, and the related decline in equity values is only $52 
billion. 

Since the smaller increase in the corporate bond yield (together with the 
associated smaller equity market decline) is the key factor underlying the more 
expansionary effect of fiscal policy in this alternative model simulation, it is 
useful to examine some of the variables specific to the bond market model to 
understand how it comes about. The bottom lines of Table 28.1 show historical 
and simulated ten-quarter mean values for four variables that are central to the 
demand-supply model’s treatment of the bond market. 17 On the supply side of 
die market, it turns out that the average net external deficit of the nonfinancial 
corporate business sector is marginally greater than the historical as a result of 
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the fiscal action, as increased capital expenditures somewhat more than offset 
increased after-tax profits (adjusted for inventory valuation). On the demand side 
of the market, a number of categories of bond buyers experience a larger-than- 
historical investable cash flow; the table reports the average values for the house¬ 
hold sector cash flow, which increases by more than $4 billion. 

With the sharp rise in short-term interest rates, businesses have an incentive to 
finance more of their external funds requirements in the bond market. Hence 
average total bond issues rise by $2.2 billion (or 16 percent) in comparison to the 
historical. At the same time, even this increase in bond issues is small in compar¬ 
ison with the increase in aggregate investable cash flow. As a result, the substan¬ 
tial shift in corporate financing toward bond issues causes only a slight increase 
in the corporate bond yield. 

Figure 28.1 provides further information about these two simulations by plot¬ 
ting the quarter-by-quarter historical and simulated paths, for the ten quarters of 
the simulation period, for several key variables. The dotted paths, corresponding 
to the simulation of the unaltered MPS model, clearly show the model’s “com¬ 
plete crowding out” result. The increase in government spending at first boosts 
private spending also, but this effect lasts little more than a year. By the tenth 
quarter of the fiscal stimulus, real income is far below the corresponding histori¬ 
cal value, indicating that the $10 billion of additional government spending has 
crowded out more than $10 billion of private spending. After ten quarters, busi¬ 
ness capital formation is also below its historical path. Nominal income, of 
course, remains above the historical path throughout, because of the induced 
higher price level. 18 The stock market has approximately stabilized, in compari¬ 
son with the historical path, after the first year. 

The broken lines in the figure show the contrasting analysis of fiscal policy 
indicated by the simulation of the combined MPS and corporate bond market 
model. Here the peak in the expansionary effect of government spending on real 
income again comes in the fifth quarter. In contrast to the simulation of the MPS 
model alone, however, here the real crowding out is complete—but not much 
more than that—by the end of the simulation period. Again in contrast to the 
simulation of the MPS model alone, business capital formation remains above 
the historical path until the tenth quarter. Among the variables specific to die 
bond market model, the business deficit first declines and then recovers while the 
household cash flow first rises and then falls back in comparison with the histori¬ 
cal. As a result, both net bond volume and the corporate bond yield are first 
slighdy below, then slighdy above, and finally sharply above the corresponding 
historical paths. 

Since the peak effect of expansionary fiscal policy on real income comes in 
the fifth quarter of the simulation period, the three right-hand col umns of Table 
28.1 show the precise comparative values for that one quarter. These results bear 
litde explicit comment. In the simulation of the combined MPS and corporate 
bond market model, the business deficit, die household cash flow, and die net 
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Figure 28.1 Comparison of Simulated Fiscal Policy Effects 

(nonaccommodative monetary policy) 
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bond volume are all greater than the corresponding historical values, but the 
bond yield is only marginally higher and equity prices are only marginally lower. 
As a result, the peak effect on business capital formation is not trivial ($4.3 
billion, or 4 percent) and the peak effect of real income is $21 billion (or a peak 
multiplier of 2.12). By contrast, in the simulation of the MPS model alone the 
peak effect on investment is only $3.3 billion, and the peak effect on real income 
is $ 16 billion (or a peak multiplier of 1.65). 

[Note: Three other sets of simulations, including two on monetary policy, in 
sections 3B and 4, have been omitted—Ed.] 

5. Conclusions and Further Prospects 

What should one make of these simulation results? 

First—and most significantly—these comparative simulations confirm the im¬ 
portance of long-term asset yields (and prices) in financial-nonfinancial interrela¬ 
tionships, and they illustrate the corollary sensitivity of even the most central 
features of a macroeconomic model to the model’s representation of long-term 
interest rate determination. The substitution of a demand-supply model for the 
conventional single term-structure equation does more than merely provide aux¬ 
iliary detail about the size of perhaps disaggregated securities issues and pur- 
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chases. It also changes a key link in the mechanism connecting financial market 
phenomena to nonfinancial economic activity. As a result, the overall model 
gives different answers to familiar policy questions. 

At a more specific level, die simulation results presented in sections 3 and 4 
suggest that in the short to intermediate run, fiscal policy may have somewhat 
larger real-sector effects and monetary policy somewhat smaller real-sector ef¬ 
fects than conventional macroeconometric models such as the MPS have indi¬ 
cated. Moreover, die results also suggest that these differences (for both fiscal 
and monetary policy) are more pronounced when the Federal Reserve System 
implements monetary policy by setting the monetary growth rate than when it 
does so by setting interest rate levels. Nevertheless, the preliminary, and in some 
ways very rudimentary, nature of the combined MPS and corporate bond market 
model used in these simulations warrants regarding such specific conclusions at 
best with great caution. 

Finally, among the many ways of further improving and refining this com¬ 
bined model’s representation of long-term interest rate determination, the one 
that stands out most clearly as of potential benefit in the analysis of macroeco¬ 
nomic policy effects is the addition of an explicit demand-supply treatment of 
the government bond market to parallel that of the corporate bond market As 
Ando (1974) has explained, the MPS model does not explicitly incorporate the 
relative asset stock effects necessary to represent the “portfolio crowding out"’ 
mechanism emphasized by Christ (1968) and Silber (1970a). In the model as it 
stands, even with the addition of the corporate bond market model, the displace¬ 
ment of private spending by government spending as discussed in section 3 
primarily reflects the “transactions crowding out” that results from the positive 
effect of income on the demand for money. Nowhere does the model’s determi¬ 
nation of interest rates explicitly allow for the need to have private sector invest¬ 
ors purchase the increased net flow of government securities associated with a 
stimulative fiscal policy action. The demand-supply model of the U.S. govern¬ 
ment securities market developed by Roley (1977) is an empirical counterpart to 
the model of the corporate bond market developed in Friedman (1977b, 1979), 
and in current work I am incorporating that model into the combined MPS and 
corporate bond market model with the specific object of explicitly incorporating 
such “portfolio crowding out” effects. The implications of that extended model 
for the effects of monetary and fiscal policies (as well as debt management 
policy) remain the subject of future research. 

Notes 

1. To date die most comprehensive attempt to represent such effects within (he single¬ 
equation term-structure approach has been that of Modigliani and Sutch (1967). 

2. See Friedman (1977b, 1978,1979,1980) and Friedman and Roley (1977,1979a). 

3. The basic thrust of this approach is the same as in the work of Silber (1969,1970b) 
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and Hendershott (1977) and Hendershott and Orlando (1976), and it is similar in spirit to 
that of Bosworth and Duesenberry (1973). See the references cited in note 2 for contrasts 
to these authors’ work. 

4. Other researchers have also successfully applied this approach to the U.S. government 
securities market (Roley 1977; 1978; 1980), the municipal bond market (Dick 1978), and the 
equity market (Jones 1979). The discussion in section 5 below indicates potential opportunities 
for incorporating these other models in work analogous to that reported in this paper. 

5. This section, intended as a summary, draws heavily on die materials cited in note 
2. See those references for further detailed descriptions and results. 

6. In some contexts, such as die government bond market, asset supply is determined 
by a process that does not directly reflect private market participants’ behavior. 

7. Friedman and Roley (1979b) showed that linear homogeneous asset demand equa¬ 
tions, as in equation 28.4, follow from the assumptions of constant relative risk aversion 
and joint normally distributed assessments of asset returns. 

8. In some versions of the bond market model, variables such as fixed investment 
and retained earnings affect bond supply even apart from their effect via die external 
deficit (Friedman 1978; 1979)! The version used in conjunction with the MPS model 
excludes these features. In addition, an important business use of funds that the MPS 
model does not determine is the net accumulation of liquid assets; it is therefore necessary 
to add a liquid asset equation to the model. 

9. For the household sector it is necessary to add an equation for nonmortgage borrowing 
(mostly consumer credit) in order to determine the net financial asset accumulation. 

10. Portfolio diversification behavior is a key element in the “relative asset stock 
effects” that, as Ando (1974) has pointed out, are missing from the familiar MPS model. 
The discussion in section 5 below suggests ways to incorporate additional aspects of 
relative stock effects in a further expanded model. 

11. The variability of price inflation also affects investors’ demands in the bond 
market model. The MPS model’s original term-structure equation also includes some 
attempt to capture variability effects via a single term with the standard deviation of the 
commercial paper yield. 

12. For descriptions of the MPS model (and its antecedents) see Ando (1974); Cooper 
(1974); de Leeuw and Gramlich (1968; 1969); Gramlich and Jaffee (1972); Modigliani 
(1971); and Modigliani and Ando (1976). The version of the model used for this paper is 
die 1978 version as supplied by the staff of the Federal Reserve Board. 

13. The most important aspects of financial quantity variables’ effects on nonfinancial 
behavior in the MPS model concern credit availability effects in the mortgage market; see 
de Leeuw and Gramlich (1969) and the papers by Gramlich and Hulett, Modigliani, and 
Jaffee in Gramlich and Jaffee (1972). 

14. In reality, the Treasury always finances its deficit by issuing interest-paying debt 
instruments, and the only question is whether the Federal Reserve System “monetizes” 
that debt by purchasing some itself and thereby providing the banking system with 
enough reserves to absorb the remainder. The discussion in section 5 below suggests ways 
of making this process more explicit by further extensions of die MPS model. 

15. Simply eliminating the Aaa seasoned yield from die model and using the Aa 
new-issue utility yield in its place would have required re-estimating each such equation. 

16. Because of the many nonlinearities in both the MPS model and the corporate bond 
market model, the specific results found for any given simulation experiment will depend 
in general on the initial conditions chosen. Additional experiments, analogous to those 
reported in this paper but for different time periods, suggest that the results shown here for 
the 1967.F-1969.il interval are roughly representative of the behavior of the model for 
other time periods as well. 
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17. The table does not report corresponding mean values for die simulation of the 
MPS model alone, because the unaltered MPS model does not determine these variables. 

18. Ando and Modigliani (1976) emphasized this feature of die model and contrasted 
it with the puzzling implication of some reduced-form models—for example. Cooper 
(1974) and Anderson and Jordan (1968)—that fiscal policy results in complete nominal 
crowding out More recent work—for example, Federal Reserve Board (1979) and Fried¬ 
man (1977a)—has shown that reduced-form models estimated using current data no 
longer exhibit this property, although Carlson (1978) has shown that it is still possible to 
construct and estimate such a model (if, for some reason, one wants to do so). 
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1. Introduction 

At the beginning of this or any calendar quarter, economic agents in the United 
States—households, business firms, financial institutions, governments—held 
certain measurable quantities of a variety of assets, financial and real. The great 
bulk of financial assets were the debts of other resident agents; some were debts 
of foreigners. The bulk of real assets were land and reproducible consumers’ or 
producers’ durable goods located within the country. We also owned real proper¬ 
ties abroad, just as foreigners owned some here. These asset and debt positions 
were the cumulative results of past saving and investment, past portfolio behav¬ 
ior, and past capital gains and losses, realized or unrealized. 

During die current quarter, these balance sheets will change. Households will 
be deciding how much to add to their wealth and in what form. Businesses will 
be deciding how much real capital to accumulate and how to finance their 
investments. Governments will be running and financing budget surpluses or 
deficits; in this particular quarter no doubt they will be on balance in deficit and 
will have to issue new interest-bearing debts or new monetary liabilities. Proba¬ 
bly they will issue some of each. The country’s net position vis-4-vis the rest of 
the world will decline by die deficit in the external current account. This deficit, 
too, will have its financial counterparts. At the same time, all these agents, and 


Excerpted, with permission, from David Backus, William C. Brainard, Gary Smith, and 
James Tobin, “A Model of U.S. Financial and Nonfinancial Economic Behavior,” Journal 
of Money, Credit, and Banking 12, no. 2 (May 1980): 259-92. Section 3 and parts of 
Section 6 have been omitted. 
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foreigners as well, will be reshuffling their initial balance sheets. The transac¬ 
tions and revaluations resulting from portfolio shifts are indistinguishable from 
those connected with saving and accumulation. At die end of the quarter, there 
will be new balance sheets, to be adjusted again in the next quarter. 

During each quarter die new asset stocks desired by some agents are some¬ 
how reconciled to new supplies offered by others. The process is closely linked 
to economic activity—production, consumption, employment, inflation—during 
die quarter. The links go in both directions. Current incomes help to determine 
household saving, business saving and investment, government deficits, and the 
current account deficit Simultaneously, commodity prices, foreign exchange 
rates, interest rates, and asset revaluations influence consumer spending, domes¬ 
tic capital accumulation, and net foreign investment Thus the mechanisms that 
maintain balance of asset demands and supplies are intertwined with those that 
balance flows of commodities and labor. 

Several kinds of government policies affect the real and financial outcomes. 
Budget policies determine government purchases of goods and services, transfer 
payments, and taxes. In addition to their direct effects on commodity markets, 
these policies help to determine the government deficit and the new supplies of 
government liabilities. Financial and monetary policies determine how the deficit 
is financed, in particular by what combination of monetary issue and nonmone¬ 
tary debt. In addition, the government may refinance its existing debt, and in 
particular the central bank may change the monetary issue by open market opera¬ 
tions in outstanding government securities. Other relevant government policies 
are less aggregative and more structural: reserve requirements on banks and 
other financial institutions; regulation of interest rates on central bank or govern¬ 
ment assets or liabilities, and on intermediary liabilities to the public; specific 
taxes or tax credits, for example, with respect to investments, depreciation, capi¬ 
tal gains and losses, property incomes. 

Expectations about die next quarter and about many future quarters affect the 
current saving, investment, and portfolio behavior of economic agents. The rele¬ 
vant variables include commodity prices, asset prices, business profits, unem¬ 
ployment, government policies—any variables on which the outcomes of 
intertemporal decisions depend. Expectations, and the confidence with which 
they are held, vary among agents. In some degree they are formed by previous 
experience; in some degree they depend on current economic performance. 

The horizons relevant to current economic behavior differ markedly among 
households and among business firms. At one extreme are imm ortal institutions 
like Harvard and Yale, whose current expenditures are the outcome of calcula¬ 
tions of indefinitely sustainable consumption, whose future receipts are so fungi¬ 
ble forward and backward in time that it is only their present value that matters. 
At the other extreme are households, often poor or young or both, and busi¬ 
nesses, often new or small or both, without cashable assets or lines of credit 
Their current expenditures for goods and services, consumption or investment 
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are constrained by their cash receipts in the same quarter. There are many inter¬ 
mediate cases, including consumers whose horizons range from a few years to a 
lifetime. But the presence of both wealth-constrained and liquidity-constrained 
agents is a fact of considerable economic significance. Expectations, particularly 
those concerned with a long future, are more important for those for whom 
liquidity is not a binding constraint. Liquidity-bound consumers and businesses 
will spend all their disposable resources over a few quarters anyway. Thus we 
should not be surprised if both permanent income and current cash income are 
important for aggregate consumption, and for its response to temporary tax re¬ 
ductions and transfers. Likewise we should not be surprised if current cash flow, 
as well as long-run calculation of profitability, affects business investment 

Our objective is to model the process of asset accumulation and economic 
activity just sketched and to estimate models of this type for the United States. 
With such an empirical model, government policies, structural changes, institu¬ 
tional innovations, and demographic or technological trends can be simulated to 
estimate shorter- and longer-run consequences. Emphasis on financial markets 
and institutions permits systematic examination of financial policies and innova¬ 
tions, and of die financial consequences of other policies and developments. 
Consistent tracking of asset stocks is necessary to answer questions about the 
long-run impacts of short-run cyclical fluctuations and stabilization policies on 
capital accumulation. 

Here is a sample of questions that the projected model is designed to address: 

Effects of government budget deficits and debt. Do they crowd out or crowd 
in private capital formation? How does the answer to this question depend on die 
length of time allowed for the economy to adapt, on the degree of slack in 
resource utilization, and on the mixture of monetary and nonmonetary financing 
of the deficit? How do debt management and monetary policies, changing the 
relative supplies of government bonds of long maturity, government obligations 
of short maturity, and base money, affect the structure of interest rates and the 
paths of economic activity and prices? Has the historical decline, over the past 
three decades, in federal debt relative to private debt and equity raised or low¬ 
ered the cost of capital for real investment? What would happen if this trend 
continued? How does social security affect private saving and capital formation? 

Effects of regulations and innovations on financial intermediation. Structural 
innovation in financial institutions has proceeded rapidly in recent years, in part 
causing, and in part caused by, changes in government regulations. Their macro- 
economic effects, as well as their consequences for financial variables, are the 
subject of considerable interest and conjecture. Further changes are in prospect. 
What are the effects of raising or lifting deposit rate ceilings? What happens 
when savings deposits, money market funds, overnight loans, and credit or over¬ 
draft lines become better and better substitutes for checking accounts? 

A model suited to answer questions such as these needs certain features that 
standard macroeconometric models usually do not have, including the following: 
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1. Disaggregation of assets and agents. Obviously it is difficult to investigate 
the effects of regulations of financial institutions and assets—interest rate ceil¬ 
ings, quantitative restrictions, reserve requirements, etc.—unless the specific in¬ 
stitutions and assets are distinctly recognized in the model. 

2. An explicit supply/demand modeling of asset markets and yield structures. 
As a rule, empirical models rely on historically estimated chains of relationships 
of yields—by maturity, risk class, and other differentiations—to determine yield 
structures. That procedure forecloses any possibility of altering rate relationships 
by changes in relative asset supplies. 

2. Framework for Accounting and Analysis 

The accounting framework is simple. Consider a matrix in which rows i repre¬ 
sent assets or commodities (e.g., currency, government bonds, equities, con¬ 
sumption goods, labor services), and columns j represent economic sectors (e.g., 
households, commercial banks, nonfinancial businesses, governments, rest of the 
world). An entry xy then represents the net purchases—a negative entry means 
net sales—of the item during a particular quarter, or any time period. If the 
matrix is a complete closed system, each row and each column must sum to zero. 
A row accounts for all sectors’ sales and purchases of a particular item, and they 
must balance. A column accounts for a single sector’s purchases and sales of all 
items, and these also must balance. This format can accommodate any desired 
degree of disaggregation, varying the numbers of sectors and items. Table 29.1 is 
illustrative. 

The accounting framework comes to life as an economic model when the 
entries xy, at least some of them, become variables to be explained by the 
behavior of foe sector. The rows, at least some of them, are then interpreted as 
markets, and the zero sums of these equations become conditions determining 
the values of some variables rather than merely ex post accounting identities. In 
general, a matrix of N rows will provide N- 1 independent equations and permit 
their simultaneous solution for AM variables. These are the within-period endog¬ 
enous variables of the model. If the period is a quarter, each of these variables is 
assumed to take on one and only one value each quarter, a value that is deter¬ 
mined during that quarter. 

The equation system describes these wi thin-period endogenous variables as 
functions of (1) predetermined endogenous variables, state variables whose val¬ 
ues for this period were fixed prior to the current period, whose values for the 
next period will depend on this period’s outcomes and (2) exogenous variables, 
whose values do not depend systematically on the outcomes of the system in 
either the current period or previous periods; these include (a) settings of policy 
instruments, (b) nonpolicy variables whose values, like those of policy instru¬ 
ments, must be known or assumed, and (c) random shocks drawn from probabil- 
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The most important predetermined endogenous variables, in our applications, 
are stocks of financial and real assets. The single-period model determines the 
increment to each stock and thus fixes its new value for the next period. The 
stock-flow identities are auxiliary equations needed to track the economy from 
period to period. A long-run equilibrium is one in which stocks are in some sense 
stationary—that is, their dollar values are all constant from period to period or 
are all growing by the same percentage. 

Other variables might be treated as predetermined endogenous, if it were 
thought that their proximate determinants were all lagged by one period or mote. 
For example, it might be convenient and reasonable to regard wages and prices 
as dependent on employment and output in the last period but not on contempo¬ 
raneous measures of economic activity. 

[Section 3, a formal description of the theoretical model, has been omitted.— 
Ed.] 

4. The Empirical Model: Balance Equations 
and Endogenous Variables 

The model we are currently trying to estimate and simulate has the coverage 
shown in Table 29.1. We have aggregated the flow-of-fimds data compiled by 
die Federal Reserve Board into the first fourteen rows of Table 29.1. The flows 
comprise the bulk of financial saving, lending, and borrowing, and they augment 
the stocks of financial assets and liabilities. Capital gains and losses—in practice 
estimated primarily for equity—are also shown in rows 7 and 13. They account 
for the difference between the increase of net worth (row 12) and the amount of 
“net financial saving” (row 14). 

“Net financial saving” represents the algebraic sum of the previous rows. It is 
in principle the IS row. This row could also be reached by s umming nonfinancial 
receipts and outlays. These entries are in rows 17 through 21, and their sum is in 
row 16 as “investment less saving.” In principle this is the same as row 14 with 
sign reversed. In fret there are statistical discrepancies, shown in row IS. 

Business retained earnings, net of depreciation, are imputed to shareowners, 
mainly households, as if they were dividends. They are shown separately in row 
17. This means that “investment less saving” of business is just net investment, 
as it should be in the IS equation. The retention of earnings also appears in other 
columns, mainly households, as saving. Correspondingly, above line IS, reten¬ 
tion of earnings is an issue of equity by business and a purchase of equity by 
households and other shareowners. 

In Table 29.1 we show only one commodity row and one labor row. Thus the 
“real” side of the economy is disaggregated less than die financial side, a rever¬ 
sal of the usual emphasis in macroeconometric models. Work in process, how¬ 
ever, is intended to disaggregate commodity and labor markets further. The 
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Sources'. Flow-of-Funds and National Income and Product Accounts. financial intermediaries are taken to be equal to the financial net worth reported by these 

* Currency held by the nonbank public has been allocated entirely to households. institutions. 

t Bank reserves include required reserves of 3.8 (40.9) and net free reserves of -0.5 (-0.4). * Purchase of goods and services by business are that sector’s gross physical investment. 

* Bank holdings of shorts include assets of -4.5 (65.5) and liabilities of -24.3 (-106.1). 1 Retained earnings of businesses (37.8) are treated as issues of equity to households. They are 

§ The equity liability of commercial banks, insurance and pension funds, and miscellaneous consequently included in business (-) and household (+) savings. 
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commodity row of Table 29.1 attributes all gross production to the business 
sector. That sector keeps part of it, for gross fixed investment and inventory 
accumulation, and sells the rest to the other sectors. In the labor row, households 
supply worker-hours to die other sectors. 

The first 10 rows of Table 29.1, plus the “IS" row 16, provide eleven equa¬ 
tions of our model. (Rows 12 and 13 are memoranda concerning the previous 
rows, but provide no independent information. Row 11—“miscellaneous”—can 
be taken as exogenous.) 

There will be ten within-period endogenous variables. One choice of this list, 
not the only possible one, is given in the final column of the table. Each variable 
appears in the row with which it is most naturally associated—even though in 
principle all variables are involved simultaneously in the clearing of each mar¬ 
ket. Thus market-determined rates of return or asset prices are associated with 
the assets to which they refer. For some rows, quantities rather than prices are 
assumed to make the within-period adjustments. This occurs for financial assets 
on which interest rates are legally regulated (deposits) or are institutionally slow 
to adjust (bank loans). 

The markets corresponding to the rows always “clear” ex post; actual transac¬ 
tions net to zero. But we distinguish between transactions realized ex post and 
transactions desired ex ante at the prevailing values of the within-period endoge¬ 
nous variables—prices, interest rates, incomes, etc. In some markets, those we 
will label “cleared,” these variables adjust so that realized and desired transac¬ 
tions coincide. In “noncleared” markets, some agents will be unable fully to 
execute desired transactions. (Smith and Brainard [1974] discuss the modeling 
and estimation of rationed markets.) In Table 29.1 demand deposits are identified 
as a noncleared market. With the nominal interest rate on deposits restricted by 
law, banks generally stand willing to accept more deposits than are offered. 
Likewise, the rates of returns on savings accounts are exogenously restricted by 
rate ceilings; in these markets, too, the institutions generally accept all deposits. 
However, there have been some periods of time when the ceilings were not 
effective, and these markets were cleared by the deposit rates. Nonmarketable 
securities are similarly modeled. They are principally savings bonds available on 
tap from the federal treasury. Thus in the short run the government’s issues 
adjust to other sectors’ demands. 

Bank loans to business are also treated as an “uncleared” market. This is 
appropriate for most of die sample period to which a model may be fitted, 
although it seems less realistic today. Here the reason was not legal regulation 
but die behavior of the banking industry. In the short run, banks had explicit or 
implicit credit line commitments to their business customers, which they felt 
compelled to honor at going rates. Subsequendy, if meeting these demands leads 
to more lending than the banks desire, the loan rate was increased. Or it was 
lowered if banks found themselves with too few loans. This adjustment of the 
loan rate, an administered price, we model as taking place between periods. The 
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loan rate is another predetermined endogenous variable, and its adjustment is 
another transitional equation. 

Going below row 16, we are implicitly treating the markets for labor and 
commodities as noncleared. Wages are determined by Phillips curve equations 
describing the sticky period-to-period adjustment for wages to labor market dis- 
equilibria. The labor market is “cleared” by workers’ accepting what jobs are 
offered. Commodity transactions are also demand-determined within any period. 
Between periods prices move to keep up with normal unit labor costs, but with 
some sensitivity to demand pressures in the previous period. 

An alternative formulation for any or all of these three noncleared markets 
would make both quantities and prices endogenous within a period. For example, 
the wage adjustment could depend in part on the contemporaneous excess sup¬ 
ply, while the adjustment would not be sufficient to clear the market. The Phil¬ 
lips curve would then be another equation in the one-period model. In the 
extreme “classical” regime, markets would be cleared by flexible money wages 
and prices; therefore price P would replace output T as an endogenous variable. 

Rows 17, 18, and 21, which complete the accounts, are not really markets, 
and there are no prices that naturally correspond to the items. In the case of 
private transfers, households’ receipts are taken to adjust passively to other 
sectors’ outlays. In the case of taxes net of government transfers, transactions 
depend on the tax code and on existing laws defining entitlements to transfers. 
Given the legislation determining sectors’ net tax liabilities, we can regard the 
row as determining the government’s net receipts. Dividends and interest pay¬ 
ments reflect predetermined asset positions and contractual obligations. Since 
these positions balance out, the payments and receipts based on them automati¬ 
cally sum to zero. 

5. The Empirical Model: Sectors and Their Behavior 

Col umns refer to sectors. In this dimension, too, the model builder has discretion, 
within data limitations, about the degree of disaggregation. For each sector, die 
column entries sum to zero, as in Table 29.1. 

In Table 29.1 four financial sectors are distinguished, in keeping with our 
emphasis on financial disaggregation. Indeed, further disaggregation would 
be desirable. For example, for purposes of modeling monetary policy, the 
behavioral differences between money market banks and other commercial 
banks are important. 

The key nonfinancial sectors are those for households, business, and federal 
government. With respect to households, there are several possible directions of 
useful disaggregation. One would be to segregate entities such as personal trusts 
and nonprofit organizations, now lumped together with families and individual 
consumers. Another would be to make distinctions by age or other demographic 
characteristics. The split that we regard as most important, for reasons argued 
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above, is between liquidity-constrained and wealth-constrained households. We 
are trying to implement this distinction empirically, in ways described elsewhere 
(Smith and Kowalewski 1979). 

In the case of nonfinancial business, separate columns for corporate and non¬ 
corporate business would be desirable for some purposes. Corporations are the 
originators of equities and other financial claims for which market valuations are 
available. Another direction of disaggregation, columns for different industries, 
would be associated with addition of rows for different commodities. 

For these sectors, financial institutions, households, and business, the col¬ 
umn entries are to be explained by behavioral equations. The federal govern¬ 
ment column is partially exogenous as far as purchases, transfer rules, tax 
functions, monetary policies, and debt issue are concerned. Budget outcomes 
are endogenous because realized outlays and revenues depend not only on 
policies but also on economic performance during the period. Other sectors— 
state and local governments and rest of world—should be similarly modeled. At 
the current stage of the model under construction, these three sectors are 
lumped together as a completely exogenous column. For example, federal 
bonds, state and local bonds, and foreign bonds enter simply as exogenously 
supplied long-term marketable bonds. 

Behavioral equations for financial institutions, households, and business fol¬ 
low general principles familiar from previous papers by die authors. For each 
sector we identify those “prior claims” that the sector takes as exogenous for the 
period. This quantity constrains its decisions about other entries in die column. It 
consists of items that are predetermined by earlier decisions or by inherited 
stocks—for example, interest receipts or payments—or by the decisive side of 
noncleared markets—for example, deposits as seen from banks’ standpoint Sub¬ 
ject to the budget constraint imposed by these prior claims, a sector is imagined 
to formulate long-run target asset and wealth positions based on current and 
expected interest rates, incomes, and other relevant variables. Actual positions 
are then adjusted toward these targets. Transitory factors such as windfall gains 
and losses will also influence these adjustments. 

In relating sectoral portfolio choices to asset yields, our general presumption 
is that our broad asset categories are gross substitutes. That is, an increase in an 
asset’s yield increases die demand for the asset itself and decreases demand for 
others individually and collectively. In estimations, our priors conform to this 
presumption, but die final estimates are not constrained to do so. 

In some cases it is convenient to imagine agents who make decisions sequen¬ 
tially or hierarchically. The substantive content of a hierarchical approach is that 
simplifying restrictions are placed on die explanatory variables. In principle, 
every entry in a column should depend on the same list of explanatory variables. 
In a hierarchical model, a sequence of simplified decisions is specified For 
example, die consumption-saving decision might be assumed not to depend on 
the fine detail of asset yields and inherited holdings that influence portfolio 
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decisions, but on an average yield and on total initial wealth. The portfolio 
allocation might then be based on asset yields, inherited holdings, and avail¬ 
able saving, but not on some of the separate factors (such as income expecta¬ 
tions, relative commodity prices, and demographic detail) that motivated that 
saving. Although theory tells us that separations of this type are legitimate 
only under rather strong assumptions, there is often a compelling need for 
plausible, rough approximations in empirical work. In the current version of 
the model, households have been depicted as first allocating income between 
consumption and savings and then making an independent allocation of the 
saving among the several assets. Similarly, business firms have been de¬ 
scribed as making production and investment decisions separately from fi¬ 
nancing decisions. The Purvis-Smith discussion (Purvis 1978; Smith 1978b) 
is concerned with the gains and costs of a hierarchical approach. The Backus- 
Purvis paper (1980) espouses and implements an integrated model of house¬ 
hold expenditure and financial decisions, which will be used in later versions 
of the empirical model. 

6. Specification and Estimation of Asset 
Demand Equations 

At the first stage in developing the empirical model described above, we have 
focused our attention on the financial markets corresponding to the first ten rows 
of Table 29.1. Understanding the behavior of these markets is crucial to under¬ 
standing the response of die economy to policy actions and various shocks that 
impinge directly on financial sectors. A distinctive feature of the financial block 
of the model is that separate supply and demand equations are specified for a 
relatively large number of assets rather than relying on explicit aggregation or 
rate structure equations to reduce the dimensionality of the model. Such simpli¬ 
fying assumptions and restrictions are probably harmless for some purposes, but 
they beg many of the questions we would like to address. For example, with a 
term structure equation the ability of monetary and fiscal authorities permanently 
to alter the relative rates of return among financial and physical assets is ruled 
out a priori. 

Similarly, debt accumulation for capital formation—crowding out or crowd¬ 
ing in—and financial innovations or changes in regulations have consequences 
that depend crucially on the quantitative magnitudes of the substitution relation¬ 
ships among assets. 

In this section we describe the specification and estimation of the asset de¬ 
mand and supply equations for households, commercial banks, savings institu¬ 
tions, and insurance and pension funds. These estimated equations will, in 
principle, allow us to simulate the response of financial variables—rates and 
quantities—to changes in exogenous supplies of and demands for assets of the 
other sectors—government, the rest of the world, and business. 
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Asset Demand Specification 


Although the various sectors demand and supply different assets, liabilities, and 
commodities, we have assumed that die equations that describe sectoral behavior 
have the same general form. Each sector’s assets have been divided into two 
groups according to whether or not the items are directly controlled by die 
sector. This division differs from sector to sector, and in the short- and long-runs. 

In the case of financial intermediaries—commercial banks, savings institu¬ 
tions, and insurance and pension funds—the controlled flows reflect portfolio 
decisions about die allocation of a predetermined aggregate of prior claims. In 
particular a typical intermediary is constrained by: 

n n 

E a • = W = NW - E R- 
i=l i=l 

where the at are directiy controlled financial items constrained to be equal to 
total disposable assets (W) equal to net worth minus prior claims Ri. (Predeter¬ 
mined liabilities—e.g., bank deposits—are a negative prior claim.) 

We have separated die portfolio decision into two parts: determination of a 
long-run desired portfolio, and short-run adjustment toward that portfolio. Each 
sector’s long-run portfolio allocation is assumed to depend on such variables as 
rates of return, income, and the expected quantity of disposable assets: 



Here a* is an n-dimensional vector of desired holdings; If * is expected dispos¬ 
able assets; jt is a ^-dimensional vector of explanatory variables, with jti = 1; and 
A is the n x k matrix of long-run coefficients. If desired demands are required to 
satisfy the balance sheet identity, then 
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can hold for all values of xj if and only if 
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That is, an increase in disposable assets must be held somewhere, and a change 
in any proportion must be at the expense of the remaining proportions. 

It is assumed that the short-run asset demand functions take die familiar 
partial-adjustment form. However, our specification differs in two respects from 
the type frequently assumed. First, the adjustment of any particular asset de¬ 
pends, in principle, on a complete description of die short-run disequilibrium. 
For example, the speed with which a discrepancy between desired and actual 
holdings of bonds is eliminated depends on whether the bond disequilibrium is 
the counterpart of a discrepancy between desired and actual holdings of cash, or 
desired and actual mortgages. Second, consistency requires that the variables that 
give rise to partial adjustment in the demand for one asset must give rise to 
offsetting adjustments in die demand for other assets, given die constraint on 
disposable assets. Thus the equations are of die form: 

A a = E [a* - a_ j] + F (S - S e ) + Gz 
nxn nxp nxq 

where the z are q explanatory variables that are thought to influence adjustment 
behavior direcdy and die St - Sf are the sources of unanticipated changes in 
disposable assets (such as unplanned saving or unexpected capital gains) with E 
(Si - Si e ) - W— W e . 

The Eij can be interpreted as the partial effects on holdings of the ith asset of a 
unit increase in W e - W-\ (and W- W- 1 ) that the sector desires to hold as theyth 
asset. The Ey will sum across equations to one. Ey is the partial effect on hold¬ 
ings of the ith asset of a unit increase in Sj-Sf with W'- IT-i constant and W- 
W e increasing by one unit. The Fy will therefore sum across equations to one. 
Filially, the Gy will sum to zero since W- is held constant. 

[The sections on savings institutions, insurance and pension funds, commercial 
banks, and households have been omitted. They contain the details of the struc¬ 
tural equations and coefficient estimates for these sectors.—Ed.] 

Estimates 

An important difference between this study and previous work is our explicit use 
of subjective prior information in the estimation. Most model builders mine die 
data 1 in search of plausible estimates. We hope to profit from direct use of die 
same vague information that leads investigators, ex post, to view some estimates 
as plausible and others as unacceptable. In particular, we have used the Theil- 
Goldberger mixed estimation technique to combine our prior beliefs with the 
data. This involves specifying prior means and a variance-covariance structure 
for the structural coefficients. 2 

Our prior means, which are reported together with OLS estimates in Tables 3 
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through 6 3 , are highly subjective, but we expect that most economists will find 
them qualitatively plausible. The long-run coefficients reflect our belief that 
most pairs of assets are gross substitutes: Stock demands depend positively on 
own rates and negatively on other rates. Own elasticities generally are in die 
range of 1 to 3 in absolute value. There is rough symmetry motivated by the idea 
that equal increases in all rates should not have large effects on demands. The 
adjustment matrix has diagonal elements between 0 and 1, with liquid assets 
adjusting more quickly than illiquid ones. Unexpected funds are allocated rela¬ 
tively more heavily into demand deposits and shorts than into other assets. 

Unconstrained OLS results testify to the difficulty of obtaining significant 
and/or sensible coefficient estimates in models of this type. Fewer than half of 
the short-run rate responses and approximately half of the adjustment coeffi¬ 
cients are significant, and there are a larger number of estimates quantitatively, if 
not significantly, far from the priors. Many are of the “wrong” sign, some signifi¬ 
cantly so. Although these results are typical of what one gets from time series 
data, they do not provide a sensible basis for simulation. Many of die policy 
experiments that we anticipate simulating with the model depend critically on 
estimates of the supply and demand equations, including their cross-elasticities, 
and it would be difficult to have much confidence in results that incorporate so 
many anomalies. 

In previous work by Brainard and Smith (1979) and by Backus and Purvis 
(1980), the use of prior information removed virtually all of the “peculiar” esti¬ 
mates in the adjustment matrix that occurred with OLS but was less successful in 
eliminating “wrong” signs on interest rates in the short- and long-run demand 
equations. Mixed estimation of die savings, insurance, and household sectors 
repeats this experience. As shown in [deleted—Ed.] Tables 3,4, and 6, the use of 
prior information substantially “improved” the estimates of the adjustment coef¬ 
ficients. Perhaps the most dramatic change relates to savings institutions’ short- 
run demand for mortgages. According to the OLS estimates, an increase in the 
desired holdings of mortgages accompanied by an equal increase in disposable 
funds results in a decrease in mortgage demand. And increases in die desired 
holdings of other assets accompanied by increases in disposable funds lead to 
large sales of mortgages and purchases of assets not themselves desired. The 
mixed estimation virtually eliminates this anomaly. A number of other anoma¬ 
lous features of the OLS adjustment matrix are eliminated by using the mixed 
estimation procedure, and approximately three-fourths of die adjustment coeffi¬ 
cients are substantially changed in the direction of the priors. The mixed esti¬ 
mates of the rate coefficients, taken as a group, do not appear qualitatively 
superior to the OLS estimates. For both estimation procedures, most of the own 
coefficients are of the “correct” sign, but from one-third to one-half of the 
cross-elasticities are of the “wrong” sign. 

These results suggest that there are problems with our behavioral or statistical 
specifications. There are several possible statistical reasons for these problems: 
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(1) We devoted little attention to the intertemporal structure of errors. The partial 
adjustment specification involves a large number of parameters that may com¬ 
pensate for die lack of a more flexible error structure. But to the extent that it 
does, the estimates of those parameters will conflict with our prior views of 
plausible speeds of adjustment and cross-effects. (2) We have not dealt with the 
estimation problems created by the simultaneity of the system. (3) To keep the 
prototype model simple, we have aggregated several sectors where we know 
(e.g., in the savings and insurance and pension sectors) that subsectors differ 
significantly in behavior. The simulations of the model below provide clues to a 
number of features of our behavioral specification that may be causing difficulty. 

7. Simulation of the Financial Block 

Simulation of the model and its subsectors using pure priors for the coefficients 
serves several purposes. First, simulation provides a direct test of the consistency 
of die system’s specification. Although the qualitative nature of the equilibriums 
of models like this can be derived analytically, the dynamics are intractable. 
Even if each individual sector behaves sensibly, die system as a whole may not. 
Second, simulation reveals unobvious qualitative implications of die coefficient 
priors and market specification for the response of die endogenous variables to 
policies or other shocks. In some cases there may be prior information about 
systemwide “multipliers.” Discrepancies between such priors and the simulated 
multipliers would suggest re-examination of the specifications of individual sec¬ 
tors. Ideally, any prior information about reduced-form behavior would be used 
symmetrically with prior information about structural coefficients in the estima¬ 
tion itself. In any case, simulation provides a way of investigating the im¬ 
plications of the priors for the response of the system to various shocks and 
policy experiments for which there is no direct historical experience. 

In this section we report results of simulating the financial block. The adjust¬ 
ment of financial variables required to satisfy asset demand and supply equations 
described in Table 29.1 is described, taking as predetermined the level of output, 
prices, and the capital stock, and taking the financial behavior of businesses, the 
rest of die world, and government to be exogenous. Although simulations of the 
financial block alone do not test a number of the distinctive features of the 
model—those that relate to the endogeneity of capital stock and government 
debt—understanding the behavior of the financial sector is a step toward under¬ 
standing the complete model. 

Simulation of the financial block did not reveal any outright inconsistencies 
of specification, but it did reveal a number of features of our specification with 
which we are not content. No doubt we will fmd others. The following are 
among the difficulties. 

Capital gains are volatile and tend to induce large fluctuations in asset de¬ 
mands and rates. In the prototype model, capital gains in equity are, in the first 
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instance, held in equity, adjustment starting one period later. The intent was to 
implement die empirical evidence that capital gains and losses have relatively 
small effects on the demands for other assets in the short run. What the specifica¬ 
tion actually did, however, was simply postpone the strong effects of gains or 
losses for one quarter. We have now smoothed changes in q and therefore capital 
gains in equity. 

Another specification “error” that seems to be creating difficulties in the 
simulations is the assumption that banks fully accommodate loan demands. Per¬ 
haps because of the large variations in household loan demand resulting from the 
treatment of capital gains, loan demand is highly volatile and forces substantial 
and unrealistic reallocation of bank portfolios. One possible solution is to allow 
some adjustment of the loan rate within the period, as may be anyway more 
realistic in recent years. Another is to assume some rationing of credit. 

A third feature of the specification with which we are not completely happy is 
our assumption of partial adjustment. Slow adjustment of quantities forces large 
fluctuations in the endogenous interest rates to clear markets when there are 
exogenous shocks to quantities supplied. In the case of demand deposits and 
currency, which serve as buffers or “temporary abodes of purchasing power,” the 
partial adjustment assumption seems particularly inappropriate. 

Simulation Results 

Tables 29.2 through 29.7 report a variety of simulations illustrating some of the 
experiments we wish to explore. The first two simulations illustrate the response 
of the system to two standard tools of monetary policy: open-market operations 
and changes in reserve requirements. Although there are fluctuations reflecting 
the aforementioned treatment of capital gains, the simulations are qualitatively in 
accord with usual presumptions. Increasing reserves or decreasing reserve re¬ 
quirements decreases all interest rates. Changes in the short and long rates are 
almost equal; the simulations assume that future expected short rates move with 
the current short rates. The mortgage rate moves more than these two rates, 
reflecting substantial responses by banks and other financial intermediaries. 
Moreover, the mortgage market is assumed to be cleared by the mortgage rate, 
with no rationing. Perhaps the mortgage market should be treated similarly to the 
loan market. The equity rate moves somewhat less than other rates, reflecting the 
less than perfect substitutes assumption of asset demands. 

Simulations (not shown) of the effect of open-market operations in long-term 
securities and changes in reserve requirements on time deposits look very s imilar 
to those shown in Tables 29.2 and 29.3. Together these results suggest that the 
(similar) effects of these actions on the excess demand for unborrowed reserves 
dominate their differences in other markets. 

Tables 29.4, 29.5, and 29.6 report the consequences of changing the relative 
supplies of various assets. For these experiments, most individuals’ “reduced 
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Table 29.2 

Open Market Operations: $1 Billion Purchase of Short-Term Securities 




Differences from Base Simulation 


Year 

Off 

RSHORT 

RLONG 

REQUm 

RMORT 

1971 

1 

-0.521 

-0.210 

-0.189 

-0.276 

1971 

2 

-0.379 

-0.181 

-0.069 

-0.229 

1971 

3 

-0.348 

-0.184 

0.022 

-0.203 

1971 

4 

-0.328 

-0.287 

-0.236 

-0.359 

1972 

1 

-0.304 

-0.215 

-0.085 

-0.273 

1972 

2 

-0.116 

-0.144 

0.067 

-0.159 

1972 

3 

-0.371 

-0.342 

-0.290 

-0.435 

1972 

4 

-0.315 

-0.266 

-0.097 

-0.326 

Average of last 3 Qtrs. 

-0.267 

-0.251 

-0.107 

-0.307 


Demand Deposits 
at Commercial Banks 




1971 

1 

3.024 




1971 

2 

4.271 




1971 

3 

5.057 




1971 

4 

1.965 




1972 

1 

3.883 




1972 

2 

5.505 




1972 

3 

1.118 




1972 

4 

3.847 




Average of last 3 Qtrs. 

3.490 





Note Rites are annual percentages Slocks are in billions of dollars 


Table 29.3 

Reserve Requirements: Increase of 0.01 in Required Reserve Ratio on 
Demand Deposits 





Differences from Base Simulation 


Year 

Qtr 

RSHORT 

RLONG 

REQirrr 

RMORT 

1971 

1 

0.778 

0.278 

0.245 

0.368 

1971 

2 

0.574 

0.266 

0.113 

0.342 

1971 

3 

0.637 

0.317 

0.018 

0.363 

1971 

4 

0.479 

0.413 

0.304 

0.516 

1972 

1 

0.499 

0.352 

0.147 

0.449 

1972 

2 

0.297 

0.288 

-0.006 

0.346 

1972 

3 

0.526 

0.499 

0.359 

0.633 

1972 

4 

0.543 

0.449 

0.176 

0.556 

Average of last 3 Qtrs. 

0.455 

0.412 

0.176 

0.512 



Excess Reserves 

Borrowed Reserves 

Demand Deposits 
at Commercial Banks 

Tune Deposits 
at Commercial Banks 

1971 

1 

-0.091 

(T455 


-5.449 

1971 

2 

-0.067 

0.297 

-5.411 

-6.803 

1971 

3 

-0.051 

0.195 

-6.802 

-8.543 

1971 

4 

-0.097 

0.405 

-2.997 

-10.849 

1972 

1 

-0.067 

0.256 

-5.394 

-10.325 

1972 

2 

-0.043 

0.127 

-7.163 

- 10.849 

1972 

3 

-0.102 

0.414 

-2.307 

-12.870 

1972 

4 

-0.081 

0.314 

-5.614 

-12.528 

Average of last 3 Qtrs. 

-0.075 

0.285 

-5.028 

-12.082 


Note Rates are annual percentages Stocks are in billions of dollars 
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Table 29.4 

Operation Twist: $1 Billion Purchase of Longs, Sale of Shorts 




Differences from Base Simulation 


Year 

Qir 

RSHORT 

RLONG 

REQumr 

RMORT 

1971 

1 

0.004 

-0.025 

-0.020 

-0.028 

1971 

2 

0.025 

-0.011 

0.002 

-0.009 

1971 

3 

0.043 

-0.013 

0.002 

-0.009 

1971 

4 

0.001 

-0.022 

-0.019 

-0.025 

1972 

1 

0.024 

-0.012 

-0.001 

-0.011 

1972 

2 

0.035 

-0.010 

0.005 

-0.007 

1972 

3 

-0.001 

-0.024 

-0.021 

-0.028 

1972 

4 

0.019 

-0.015 

-0.002 

-0.014 

Average of last3Qtrs. 

0.018 

-0.016 

-0.006 

-0.016 


Demand Deposits 
at Commercial Banks 




1971 

1 

-0.015 




1971 

2 

0.128 




1971 

3 

0.136 




1971 

4 

-0.109 




1972 

1 

0.92 




1972 

2 

0.154 




1972 

3 

-0.134 




1972 

4 

0.077 




Average oflast3Qtrs. 

0.032 





Note Rates are annual percentages. Stocks are in billions of dollars 


Table 29.5 


Freddie Mac: $1 Billion Purchase of Mortgages, Sale of Longs 





Differences from Base Simulation 


Year 

Qtr 

RSHORT 

RLONG 

REQurrr 

RMORT 

1971 

1 

0.005 

0.012 

0.007 

-0.007 

1971 

2 

-0.006 

0.002 

-0.004 

-0.014 

1971 

3 

-0.004 

0.004 

-0.001 

-0.013 

1971 

4 

0.003 

0.006 

0.004 

-0.005 

1972 

1 

-0.005 

0.002 

-0.003 

-0.013 

1972 

2 

-0.002 

0.003 

-0.000 

-0.011 

1972 

3 

0.002 

0.005 

0.003 

-0.006 

1972 

4 

-0.003 

0.002 

-0.003 

-0.011 



Demand Deposits 
at Commercial Banks 

Mongage Liability 
of Households 



1971 

1 

0.056 

0.151 



1971 

2 

-0.039 

0.175 



1971 

3 

-0.014 

0.199 



1971 

4 

0.043 

0.228 



1972 

1 

-0.032 

0.234 



1972 

2 

-0.008 

0.237 



1972 

3 

0.033 

0.249 



1972 

4 

-0.030 

0.244 




Note Rates are annual percentages Stocks are in billions of dollars 














464 EMPIRICAL MODEL ANALYSIS 


Table 29.6 

Stock Market Intervention: $1 Billion Purchaae of Equity, Sale of Shorte 




Differences from Base Simulation 

Year 

Qtr 

RSHORT 

RLONC 

REQVfTY 

RMORT 

1971 

1 

0.017 

-0.005 

-0.023 

-0.012 

1971 

2 

0.029 

-0.002 

-0.001 

-0.005 

1971 

3 

0.055 

-0.002 

0.004 

-0.001 

1971 

4 

0.002 

-0.016 

-0.023 

-0.022 

1972 

1 

0.028 

-0.005 

-0.004 

-0.007 

1972 

2 

0.047 

0.001 

0.008 

0.003 

1972 

3 

-0.000 

-0.019 

-0.025 

-0.025 

1972 

4 

0.021 

-0.008 

-0.005 

-0.010 

Average of last 3 Qtrs. 

0.003 

-0.009 

-0.007 

-1.011 


Demand Deposits 
at Commercial Banks 




1971 

1 

0.065 




1971 

2 

0.125 




1971 

3 

0.160 




1971 

4 

-0.138 




1972 

1 

0.080 




1972 

2 

0.197 




1972 

3 

-0.172 




1972 

4 

0.054 




Average of last 3 Qtrs. 

0.026 





Note are annual percentages Stock are in billions of dollars. 


form” priors are probably less certain than for open-market operations. As can 
be seen in Table 29.4, debt management is far from impotent, even though 
switching longs for shorts has a much smaller effect than switching either one 
for high-powered money. A $1 billion shift from short to long debt (about 
one-third of one percent of government debt in 1971) decreases the long-short 
rate differential by about 3.S basis points. The effect is remarkably close to 
previous estimates. 4 

The effect of the recent meteoric rise of mortgage-backed bonds can be 
analyzed in a manner similar to debt management. In the model, the growth of 
such bonds appears as an increase in mortgage assets and long liabilities of 
federal agencies. In Table 29.3, a simulated issue of an additional SI billion of 
longs and purchases of mortgages results in a $0.2 billion increase in mortgage 
credit granted to households—that is, there is substantial slippage between the 
agency actions and households. 5 The rate differential created by such a transac¬ 
tion is small. 

An important difference between this model and most other financial models 
is that capital is not perfectly substitutable for interest-paying financial assets. 
As a consequence, die magnitude of the effect of conventional monetary policy 
is only partially, and imperfectly, captured in the response of market rates on 
government securities. The substantial differences in the quantitative response 
of the required rate on capital and these rates can be seen in the simulations 
reported above. 
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Table 29.7 

Regulation Q Ceilings on Deposit Rates: 25 Basis Point Increase at Both 
Commercial Banks and Savings Institutions 


— 

— 

— 

Differences from Base Simulation 


Year 

Qu 

RSHORT 

RLOSG 

REQumr 

RMORT 

1971 

1 

-0.069 

-0.018 

-0.018 

-0.036 

1971 

2 

-0.077 

-0.048 

-0.035 

-0.082 

1971 

3 

-0.069 

-0.060 

-0.012 

-0.094 

1971 

4 

-0.030 

-0.063 

-0.039 

-0.091 

1972 

1 

-0.049 

-0.069 

-0.038 

-0.108 

1972 

2 

-0.002 

-0.055 

-0 006 

-0.089 

1972 

3 

-0.043 

-0.087 

-0.060 

-0.126 

1972 

4 

0.011 

-0.061 

-0.020 

-0.095 

Average of last 3 Qtrs. 

-0.011 

-0.068 

-0 029 

-0.103 



Demand Deposits 
at Commercial Banks 

Time Deposits 
at Commercial Banks 

Time Deposits 
at Savings Institutions 

Mongage Liability 
of Households 

1971 

1 

—1.579 

3.729 

1.922 

0.327 

1971 

2 

-2.226 

5.440 

2.598 

0.926 

1971 

3 

-2.248 

6.455 

3.184 

1.855 

1971 

4 

-2.692 

6.572 

3.413 

2.233 

1972 

1 

-2.576 

7.007 

3.728 

2.571 

1972 

2 

-2.490 

7.615 

3.830 

3.113 

1972 

3 

-3.128 

7.769 

3.953 

3.140 

1972 

4 

-3.023 

7.516 

3.670 

3.148 

Average of last 3 Qtrs. 

-2.880 

7.633 

3.818 

3.134 


Sote Rates are annual percentages Stocks art in billions of dollars 


The imperfect substitutability of bonds and capital also means that increases 
in the quantity of government debt may decrease rather than increase the re¬ 
quired rate of return on capital. There may be “crowding in” rather than “crowd¬ 
ing out.” In the complete model, the consequences of government deficits for 
supplies of government debt and crowding out will be reckoned automatically. 
The effect of such changes in relative supplies can be inferred from a simulation 
of the financial block by an “open-market operation” involving government debt 
and equity. Indeed, such open market operations could conceivably be used as an 
instrument of monetary policy. Table 29.6 illustrates a $1 billion shift from shorts 
to equity. The equity rate decreases, but the impact is damped by the concurrent 
increase in q, which increases the supply of capital at market prices. 

An important policy question for which there is no easy answer is the effect of 
changes in deposit ceiling rates on market interest rates, the cost of capital, and the 
degree of intermediation. Table 29.7 considers the effect of increases in the ceil¬ 
ing rates on deposits at both commercial banks and savings institutions. For such a 
change there is a substantial reduction in demand deposits and an increase in time 
and savings accounts. As can be seen from the table, such an increase is “expan¬ 
sionary” in that it lowers the rates on various assets, particularly mortgages. 

The effects of increasing the ceiling rate at one or the other of the two types of 
intermediary separately can easily be simulated. Our priors imply a high degree 
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of substitution between deposits, and either of these changes results in a substan¬ 
tial shift from one intermediary to the other. Increases in the ceiling rate on bank 
time deposits is contractionary, reflecting the absorption of reserves by reserve 
requirements on their deposits, whereas the increase in the rates at thrift institu¬ 
tions is expansionary. 

8. Conclusions 

It is our hope that with some improvement of the specification and the use of a 
somewhat more sensible error structure it will be possible to obtain estimates 
that are in rough accord with our priors and result in credible simulations. We 
also suspect, however, that it will be difficult to distinguish, on the basis of 
sample fits, our model from other models—for example, those that assume per¬ 
fect substitutes. Such discrimination may require the use of information about 
structural parameters from other sources: cross-section studies, other time series 
studies on different data, and studies of particular markets, such as that of Fried¬ 
man (1977) on coiporate bonds. 

Notes 

1. We do not intend this as a derogatory term. As Learner (1978) points out, data-mining 
suggests purposeful search. Fishing, by contrast, has implications of unstructured activity. 

2. Brainard and Smith (1979) have developed a tractable procedure for computing the 
prior covariance matrix for a complete system of asset demands. The covariance matrices 
actually used in estimation are available on request. 

3. [These tables are in the above omitted sections.—Ed.] 

4. Compare the results surveyed in Nordhaus and Wallich (1973, table 2). 

5. One could reasonably argue that die major effect of these programs comes not from 
the shift in relative supplies but from the increased liquidity of the secondary market for 
mortgages. 
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International Capital Flows 
and Exchange Rates 
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1. Introduction 

Ever since the demise of the Bretton Woods system of fixed exchange rates and 
the advent of a managed float in 1973 there has emerged a surge of theoretical 
models and empirical analyses of exchange rate determination. 1 The capital flows 
which played a central role in the earlier models on fixed exchange parities are 
no longer in the prime focus. Instead, the main interest has shifted directly to 
the determination of exchange rates. 2 Nonetheless, the role of both short-term 
and long-term capital flows has varied substantially in the new studies. They 
are explicitly recognized in the “portfolio balance models” through the balance 
of payment equilibrium condition which is used to determine the exchange rate, 
but their role in the “monetary models” remains at best implicit or lies generally 
subsumed under the well-known price parity and interest parity assumptions. 3 The 
purpose of this paper is to develop a simultaneous equations system of the foreign 
exchange market endogenizing both capital flows and exchange rates. The analysis 
is conducted with reference to six countries, Canada plus five other countries which 
constitute the latest (1981) valuation basket of SDR currency. These are France, 
Germany, Japan, the U. K. and the U. S. 


Adapted, with permission, from Kanta Marwah and Lawrence R. Klein, “A Model of 
Foreign Exchange Markets: Endogenising Capital Flows and Exchange Rates," in Lawrence 
R. Klein and Wilhelm E. Krelle, eds.. Capital Flows and Exchange Rate Determination , 
Supplementum 3, Zeitschrift fur Nationalokonomie (Wien: Springer-Verlag, 1983), 61-95. 
Several short sections and the appendices have been deleted. 
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2. The Model 

Assuming that the foreign exchange capital market operates efficiently without any 
intervention by the government and that there is no uncertainty or risk involved, 
a portfolio theoretic model views exchange rates as performing primarily (in the 
short-run with a fixed stock of assets given) an equilibrating function of balancing 
foreign demand for domestically issued financial assets and domestic demand for 
foreign assets denominated in foreign currency. In a monetary model, however, 
the exchange rate is principally regarded as an instrument of adjustment in the 
domestic money market; an explicit analysis of foreign assets is assumed away by 
the interest parity assumption. In this model, domestic interest is exogenously fixed 
in parity with the foreign rate adjusted for any expected change in the exchange 
rate, and the actual exchange rate is determined at a point where, via associated 
domestic prices in par with foreign prices, it clears the domestic money market. 
In addition, a monetary model predicts a unitary elasticity of exchange rate with 
respect to money supply. It must be mentioned that these two basic models have 
been further extended into several variants; some include market pressures and 
others treat interest rate and expectations endogenously. 

Our model is neither pure portfolio nor pure monetary; it is basically a balance 
of payment structural model which determines explicitly both capital flows and 
exchange rates. 4 It does not conform strictly to either purchasing power parity or 
interest rate parity assumptions; however, it does recognize both these elements. 
It is specifically relevant for a managed float system whose two adjacent polar 
regimes of fixed and flexible exchange rates become special cases. In developing 
the structure of our model an attempt is made to disaggregate total capital flows 
into nine categories by functional type and ownership; some risk and uncertainty 
factors have been duly recognized, and an official intervention function absorbing 
and mitigating partially the market pressures has been embedded in the adjustment 
process through which the exchange rate is finally determined. 

We start with a standard specification of money market behavior of country 
i whose nominal money demand (pL) must be equal to its total money stock 
determined by m (multiplier) times its monetary base (H). The real money demand 
(L) is assumed to depend upon real income (Y) and interest rate (r). For the sake 
of simplicity we specify that H is fed by only two basic sources, net domestic 
assets (NDA) and net foreign assets (NFA) of the central bank. 5 And p is the 
general price level. That is, 


niiHi =piLi(Yi,ri,...) 

(1) 

Hi = NDAi + EiSDNFAi 

(2) 


where SiSD is an exchange rate defined as national currency units (price) per SDR . 
All variables except NFA in Eqs. (1) and (2) are measured in national currency 
units; NFA is measured in SDRs. 
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Under a fully flexible exchange rate system with no intervention from the 
government sector, the stock of net foreign assets necessarily remains unchanged 
(ANFA = 0), and thus the national money supply stays by and large insulated 
from any external disturbances appearing in the balance of payment accounts. But 
under a fixed exchange rate system or under a system of managed float with less 
than complete sterilization, the stock of foreign assets responds endogenously to 
balance of payment factors (A NFA ^ 0), and the domestic money supply gets 
directly affected. The balance of payment factors and any change in net foreign 
assets are definitionally related as 


ANFAi = CUBi 4- CABi (3) 

where CUB and CAB , respectively, are balance of payment on current and capital 
accounts, and both are measured in SDRs . CUB is measured as a surplus on 
current account (exports less imports), and CAB as net inflows on capital account. 

Ideally, an analysis of capital flows should be carried out in terms of portfolio 
shares, analogous to the trade flow analysis in terms of market share coefficients. 6 
However, eschewing this approach because of the nonavailability of consistent 
bilateral flow data on capital accounts, we disaggregate net capital inflows into 
k = 9 functional and ownership categories. These are 7 

CABi = DINi + PINi + ROLi 4* DBLi + RL { + 

4- ROS{ + DBSi 4* RSi 4- EROi 


where DIN 
PIN 
ROL 
DBL 
RL 
ROS 
DBS 
RS 
ERO 


direct investment 
portfolio investment 
resident official long-term capital 
deposit money banks long-term capital 
other long-term capital (residual) 
resident official short-term capital 
deposit money banks short-term capital 
other short-term capital (residual) 
errors and omissions. 


A close look at the recent data for the six countries under examination confirmed 
our general a priori belief that these categories are subject to separate influences; 
at least these are expected to have different degrees of elasticity and sensitivity 
coefficients with respect to portfolio substitution. Moreover, the resident official 
sectors, ROS and ROL , seem to play distinctively a balancing role in the existing 
managed float system. Presumably, to some extent, some of these categories are 
complementary and some are competitive with each other. 

We specify a net capital inflow of category k in country t by a modified portfolio 
adjustment function derived from a stock allocation relationship. According to this 
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function a ratio of net capital stock of category k to total capital stock (net worth, 
wealth) depends upon a yield differential on domestic and foreign securities, their 
relative risks and uncertainty factors. A linear generalization of this function for 
net capital inflow (change in stock) can be approximated by 


CABff 

NFAi-i 


= a 0 +at GNFAi + a 2 (/ *“ ***** 

CiSD 


CiSD 

CUB’ 

+ as NFAili + a « a ic + v i * = 1.2,. ..,9 


(5) 


where NFAi-i = net foreign assets at the beginning of the period 
GNFA = rate of change in net foreign assets 
/if c = expected competitive yield measured in t’s currency on 

investment by country t in foreign securities denominated 
in foreign currency (j) defined as 


Pic = X u, v/4 and X Wi > = 1 

Xj +Xj , . . . . 

Wij = r-'f Y - Y \ 316 rc * atlve tra ^ e weights 

+ X.j) 

(Xj. = exports of j and X j = imports of j) 


fin = expected yield on domestic securities as measured by 
rate of interest 


4 




&iSD 

Pi 

Pc 


°ic 

Vi 


_ r(l + r ‘)ff£-l for j 

.r* for t = j 

= forward exchange rate, t’s currency per unit of j's 
= spot exchange rate, t’s currency per unit of j's 
= rate of interest on country t’s security of type k 
= exchange rate, t’s currency per SDR 
= rate of change in country t’s price level 
= rate of change in competitive price level, that is the price 
level of other countries transacting with country t, 
defined as ^ tDijPj 

= some measure of relative risk 
= random error. 
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Net foreign assets at the beginning of the period is a normalization variable 
intended as a relevant proxy for foreign net worth . 8 a\ measures approximately 
a scale/stock effect on capital flows of changing net worth (portfolio) size in 
a dynamic setting, and is generally expected to be negative, that is, a rising 
GNFA would lead to capital outflows in terms of investment in foreign securities. 
Alternatively, however, as we have shown in our selective survey (1982), a\ > 0 
if the wealth effect on demand for money is stronger than on demand for foreign 
assets. Moreover, a growing accumulation of foreign reserves may provide a 
barometric measure to foreign investors of the strong economic performance of 
the country, enticing more capital inflows. This tendency would presumably be 
stronger when in addition to GNFA the effect of current account balance on net 
capital flows is also significant. The sign of a\ would thus depend upon the relative 
magnitudes of opposite effects . 9 

The remaining explanatory variables in Eq. (5) are basically preference al¬ 
location variables which determine a portfolio distribution mix. An expected 
differential of yields between domestic and foreign securities has two built-in 
effects: an effect of a pure interest arbitrage transaction and a forward market 
speculative effect. For example. 


Hii-Hij = (l + » , i)-(l + r i )^-=(r < -r i ^) + (l-^), (6) 

S sij \ Zsij / \ t8ij / 

where the term within the first parentheses measures a covered interest arbitrage 
and within the second a speculative component in terms of forward premium. 
Presumably an investor of country i buys security of country j at an exchange rate 
e 8 ij and at the same time assumes a forward contract to reconvert the value of this 
security at the time of maturity back in country i’s currency at exchange rate e/ij. 
The second term, therefore, may also include some element of expectations. 


Taking an intermediate “flow-stock” view 10 that some capital inflows result 
from “flow” decisions and some from “stock,” we attempt to include both the 
level as well as the change in the yield differential as explanatory variables. A 
pure “flow” decision would constrain <22 > 0 and <23 = 0 , and a “stock” decision 
would imply c *2 = 0 and as > 0. In an intermediate case a^ must be positive 
but as could be positive or negative depending upon the speculative and dynamic 
interactions between the two. A high level of domestic yield must normally induce 
more capital inflows, but a rising yield may also bring speculative expectations 
with the risk that ultimately the widening gap between domestic and foreign yield 
would narrow after some adjustments via the forward rate (see Eq. ( 8 ) below). 
Such expectations and risk would be deterrent to current capital inflows and <23 
would be negative. An additional expected risk on investment in foreign securities 
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may be measured by a moving standard deviation of the spread between /j„ and 
Hie variables. 11 


In addition to interest parity deviations, we propose to use price parity deviations 
of exchange rate as a measure of change in the real value of i currency. As a matter 
of fact, iiSD - {pi - p c ) can be viewed as measuring an impact of two diverse 
factors, a pure demand factor and an expectational factor. The former will have a 
negative impact and the latter a positive. As the real value of i currency depreciates 
with an increase in e^d - (pi - p c )> its demand falls. However, as currency 
depreciates with a fall in its real value and the deviations of actual exchange rate 
from its price parity rate increase, people begin to form regressive expectations 
that the exchange rate would eventually (and soon) converge back to the inflation 
differential at home and abroad. This would bring speculative gains on the current 
capital inflows. Thus the sign of iiSD — (p* — p c ) is quite ambiguous. 

And Anally, current account balances are expected to have a negative impact 
on capital inflows. In addition to their representing the need for matching credit 
creation to flnance trade, the standard argument is that a country would actively 
seek capital inflows to offset its current account defleit and would actively acquire 
foreign securities to spend its surplus. 

Next, the formation of the forward rate can be specifled in the form of a linear 
combination of interest parity rate and the expected spot rate. 

«/« = A £ >ij + (! - X Kij j = 1,2,.... 5 (8) 

An expected spot rate may simply be determined by some distributed lag 
scheme of expectation formation such as 

£aij E(£ 8 ij ~ 1 , £gij_2 »• • • i (jPi Pi))* (9) 

As a first approximation, however, we suppress Eqs. ( 8 ) and (9) and use the 
forward rate as a predetermined variable. This brings us to the determination of 
the actual exchange rate. 

Aggregating k behavioral components of capital inflows, we obtain an estimate 
of CAB as specifled in Eq. (4), and through the balance of payment identity in 
Eq. (3), we determine the change in net foreign assets, A NFA. CUB is assumed 
to be known exogenously, given by LINK system solutions. 

Under a fully flexible exchange rate system, ANFA is expected to be zero for 
the foreign exchange market to be in equilibrium, and thus the balance of payment 
identity, reduced to CUB = — CAB , determines the equilibrium exchange rate. 
It virtually involves inverting the capital flow equations. In other words, an 
equilibrium exchange rate is determined at a point where foreign demand for 




474 EMPIRICAL MODEL ANALYSIS 


home currency generated by balance on current account (CUB) is equal to its total 
supply generated by an outflow of capital (— CAB). 

In the case of a managed float, however, the market is only partially cleared 
through the adjustments in the exchange rate. Part of the market pressures are 
absorbed by government interventions as measured by the movements of net for¬ 
eign assets. By accumulating (decumulating) foreign assets, government creates 
forced demand (supply) for foreign currency, preventing its oversupply (excess 
demand) in the exchange market. Thus, ANFA > 0 implies government interven¬ 
tion against excessive appreciation of domestic currency and ANFA < 0 implies 
deterring its depreciation. We therefore propose to determine actual exchange 
rates through a modified market clearing equation in the form of potential market 
pressures in which (iiSD - GNFA) appears as a dependent variable. We may call 
it the potential rate of change in the exchange rate variable, ef SD \ that is, the rate 
of change which would have taken place (and would exist) in the absence of any 
government intervention. 12 

We hypothesize that a potential change in the exchange rate is a joint function 
of interest parity and price parity variables interacting with speculative factors and 
a resident official sector. The resident official sector, in fact, provides a balancing 
force to the balance of payments accounts. The covered interest spread and the 
resident official sector are expected to dampen exchange market pressures and 
inflation spread to reinforce them. The potential exchange rate relationship may 
be specified as 


(£iSD — GNFAi ) = A) + Pi(pa — Pic) + /h(Pi — Pc)+ 

4* foROLi + (5aROS{ + foEROi -I- Wi (10) 

where Wi is a random error. A priori Ai, # 3 , A* and As are expected to be < 0, 
A 2 > 0. 

Eq. (10) is quite general and is applicable, by and large, in all the three 
regimes—fixed, flexible, and managed float Under a fixed exchange rate sys¬ 
tem where iiSD = 0, GNFA performs an equilibrating function, determining the 
domestic inflation rate in the process. Alternatively, this equation may then be 
viewed as a truncated reduced form equation derived from the balance of payment 
identity. Under a flexible exchange rate system GNFA = 0 and i^D performs an 
equilibrating function. Finally, under a system of managed float, the adjustment 
process is partly reflected in the net flow of international reserves and partly in the 
movements of exchange rates. 

The model contains 16 equations (1)—(4), k = 9 of type (5), ( 8 )—(10), of 
which 13 equations are structural and 3 are identities, and determines 16 unknowns 
(r, JST, ANFA, CAB , CA& (k = 9), e/ij, e e 8ij and 6iSD) and thus constitutes a 
complete system. It must, however, be mentioned here that implicit in the system 
are 15 identities in the form of bridge equations linking £iSD to the cross rates 
e S ij. For example, e tij = for i ^ j. 
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As a first approximation to the statistical estimate of the model presented in 
the next section we assume that the interest rate and forward rate are exogenously 
known, and the remaining system, reduced to 12 equations—(3), (4), fc = 9 of 
type (5) and (10), of which ten are structural and two are identities—determines 
simultaneously capital flows and the exchange rate. 

3. Statistical Estimates 

Our sample consists of 1972-79 annual data pooled across six countries, five SDR 
countries plus Canada. The SDR countries are the five IMF member countries 
having the largest exports of goods and services for the period 1975-79 and whose 
currencies are included in the latest SDR valuation basket beginning January 1, 
1981. These five countries are France, Germany, Japan, the U. K., and the U. S. 
Our basic data sources are the IMF Balance of Payment Year Book (primarily 
for capital flows and related items) and International Financial Statistics . Our 
balance of payment identity is maintained in such a way that each capital flow 
component is all-inclusive of exceptional financing, and liabilities constituting 
foreign authorities* reserves. The definition of the variables (with BOP and IFS 
code wherever relevant) are listed below: 

Definitions of Variables and Data 

Capital Flows and Related Variables 

CAB = capital account balance (9.. x 4 plus .A. x 4), millions of SDRs. 

CUB = current account balance (A. .C 4), millions of SDRs. 

DBL = deposit money banks long-term capital flow (5.1 x 4), millions of 
SDRs. 

DBS = deposit money banks short-term capital flow (5.2 x 4), millions of 
SDRs. 

DIN = direct investment (3.. x 4), millions of SDRs. 

ERO = errors and omissions (in CAB) (.A. x 4), millions of SDRs. 

NFA = total international reserves (gold + holding of SDRs + reserve 
position in the Fund + foreign exchange reserves, including 
counterpart items such as monetization/demonetization and 
valuation adjustment) (1. .a), end of the period, millions of SDRs. 
NFA-i = total international reserves at the beginning of the period. 

PIN = portfolio investment (6.1 x 4), millions of SDRs. 

ROL = resident official long-term capital flow (4.1 x 4), millions of SDRs. 

ROS = resident official short-term capital flow (4.2 x 4), millions of SDRs. 

RL = other long-term capital flow (8.1 x 4), millions of SDRs. 

RS = other short-term capital flow (8.2 x 4), millions of SDRs. 

Cl = counterpart items (2... C 4), millions of SDRs. 
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Exchange Rate, Interest Rate, Yield and Prices 

£fij = 3 months forward exchange rate, units of i currency per unit of j, 
end of the period. 

e 8 ij = spot exchange rate, units of t currency per unit of j, 
end of the period. 

£iSD = units of i currency per SDR, end of the period. 

Pi = index of unit value of exports of country i in national currency, 
1975= 1.00 (#74). 

p c = trade weighted competitive price index, ^ WijPj. 

r 8 = short-term interest rate (60 C), % p. a., period average. 

r l - long-term interest rate (61), % p. a., period average. 

Pij = % expected yield to investor of country i measured in t’s currency 
on investment denominated in currency j, computed as 



P>ic 


= % expected competitive yield to investor of country i measured in 
i currency on foreign investment, computed as ^ WijPij, 

i#* 

Wij are 1975 trade weights. 


Me = Mic 
pd = pa - p ic 

f idHF = (r i -Tw ij r j £ ^-) 

\ jlti £*ij) 

ndS = 100 (l — 

\ j^ e «i/ 

tidHS = (100 + r<) 

i# L £$iii 
/idHFS = ^ w^ (rj — rj) . 


Note: An attached letter l denotes long term, computed by using the long-term 
interest rate, and s denotes short term, computed by using the short-term interest 
rate. The interest rate values are period averages because this is the way the data 
are most readily available. The exchange rates, on the other hand, are entered as 
end-of-period values, also readily available in that form. 
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Other Variables 

Di = dummy variable with value 1 for country i and zero for others, 

* = Canada (C), France (F), Germany (G), Japan (J), U. K., 
and U. S. 

GNFA = rate of change in net foreign assets (international reserves). 
a = 4-quarter moving standard deviation of yield spread (fin - /i» c ) 
or associated component, (moving quarters t - 0 to t - 3). 

= dot above the variables is rate of change. 

A = change from the preceding period. 

[Note: An omitted section describes experiments conducted by the authors to 
determine which of the empirical specifications for the expected competitive yield 
variable would give the best results. On this basis the specification fidHS was 
selected for the parameter estimates in the model.—Ed.] 

The best estimates obtained by ordinary least squares and Aitken’s generalized 
least squares are presented below. The generalized least squares estimates are 
obtained because the pooling of cross-section and time series data may make the 
random error cross-sectionally heteroskedastic and time-wise autoregressive . 13 
The sample size is 48, eight annual observations (1972-79) for six countries. The 
numbers in parentheses below the coefficients are f-ratios. 

Ordinary Least Square Estimates 


Direct Investment 


DIN 

NFA-i 


= - 0.078 - 0.0521 GNFA + 0.0563 
(2.28) (2.77) (3.62) e iSD 


-0.2262 [iiso ~(Pi~ Pc)] - 0.0049 
(1.12) (0.778) WHS 


(S.l) 


+ 0.1155 D f + 0.0373 D a - 0.0153 (Dj + D v . k.) 
(2.34) (0.77) (0.32) 


— 0.4676 D\j.s. 
(9.62) 


H 2 = 0.84 
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Portfolio Investment 

S™ = 0.5150 + 0.3264 GNFA + 0.0190 ( 

NFA -i (7.52) (5.44) (0.33) £ iSD 

- 0.147 As(idHS - 0.4305 
(1.58) £ iSD (4.9) NFA-I 

- 0.1740 as - 0.5085 Dp - 0.3719 ( D a + Dj + D uk ) 

(2.07) (4.82) (4.16) 


R 2 = 0.75 


Resident Official Long-Term 


= - 0.04796 + 0.03214 GNFA + 0.0603 AltidHS 
NFA -i (4.06) (2.52) (4.00) £ iSD 

+ 0.0379 al + 0.1171 
(2.06) (3.46) Np A-1 

- 0.0442 Dj + 0.1129 £> U K . 

(2.19) (4.51) R 


R = 0.77 


Deposit Money Banks Long-Term 

= - 0.01415 + 0.0461 l -^^- - 0.0875 Al ^ d ? S (S.4) 

Np A -i (0.661) (1 -33) £ iSD (3.40) £ iSD 

CUB 

- 0.044 —-0.0092 al - 0.2257 Dp 

(1.56) NFA -i (0.32) (6.71) 


- 0.10699 Du.k. - 0.0463 D v s 
(1.297) (1.37) 


R 2 = 0.66 


Other Long-Term 


RL 

NFA-i 


0.00647 + 0.1238 GNFA + 0.12006 
(0.44) (7.4) (6.01) 


A IjjdHS 

CiSD 


(S.5) 


- 0.0884 —;-0.0663 al - 0.2941 

(4.23) NFA -i (2.77) (3.55) 


DBL 

NFA-i 


- 0.03117 Dj + 0.2789 Du.k. 

(1.14) (8.17) R = 0.945 
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Resident Official Short-Term 


ROS 

NFA-i 


= - 0.0295 + 0.1907 GNFA + 0.1291 

(0.67) (3.79) (1.57) e iSD 


(S-6) 


- 0.1844 
(2.09) 


A spdHS n 00 „ CUB 

—--0.3376 —— A — 

£<SD (4.42) NFA -i 


- 0.5083 
(4.77) 


DBS 

NFA-i 


+ 0.1483 Dj + 0.1816 D v K . 
(1.76) (1.06) 


+ 0.1115 i?u.s. 
(1.38) 


R 2 


0.50 


Deposit Money Banks Short-Term 


DBS 

NFA-i 


CUB 

- 0.0415 + 0.2183 GNFA - 0.4000 ~ — 
(0.92) (6.34) ( 5.76) nfa -i 


(S.7) 


+ 0.1561 as - 0.7096 + 0.1007 Dj _ 0 

(2.15) (5.59) NFA-i (1.13) R = 0.72 


Other Short-Term 


RS 

NFA-i 


- 0.0347 + 0.0272 as + 0.0198 ■- 
(1.44) (0.78) (0.48) NFA -i 


(S.8) 


+ 0.1055 D f + 0.0121 D a + 0.0558 Dj 
(2.63) (0.30) (1.34) R= 0.18 


Error and Omissions 


ERO 

NFA-i 


= - 0.4826 + 0.3865 GNFA + 0.0994 ^ l ^ HS 
(4.54) (5.44) (1.15) 


(S.9) 


-1.536 
(1.89) 


ROL 

NFA-i 


- 0.4939 
( 1 . 22 ) 


DIN 

NFA-i 


+ 0.6674 D f 
(4.80) 


+ 0.4029 D a + 0.2892 Dj + 0.6174 D v . K 
(3.01) (2.23) (4.80) 


R 2 = 0.765 


+ 0.3419 Dus. 

(1.50) 
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Capital Account Balance 


CAB = DIN+ PIN+ ROL + DBL + RL+ ROS+ DBS+ RS+ ERO (S.10) 


Foreign Reserves 

ANFA = CUB + CAB + Cl 


(S.ll) 


Exchange Rate/Market Adjustment 


0 iiSD - GNFA) = - 1.293 - 0.0925 

(1.39) (1.52) £ iSD 


+ 3.0535 (pi - p c ) - 2.627 
(2.63) (2.44) 


ROL 

NFA-i 


- 1.952 
(3.67) 


RL 

NFA-x 


0.6495 

(3.54) 


ERO 

NFA-x 


(S.12) 


R 2 = 0.81 


Next, reviewing the highlights of the estimates of the whole model, we find that 
in the statistical equation (S.l) for direct investment the signs of all the structural 
coefficients are as expected a priori. The long-term adjustment in terms of the stock 
allocation effect of growing foreign reserves is quite significant. Direct investment, 
which is presumably dominated by long-term investment, is quite sensitive to the 
long-term yield differential component. The exchange rate deviations from the 
price parity rate act more like a demand variable. The risk associated with the 
increasing yield spread component is a deterrent (though weak) to capital inflows. 
Dummy variables for France and the U. S. account for important shift effects. The 
other dummy variables have statistically insignificant coefficients and yet make 
important contributions to the overall stability of the relationship. 

There was some evidence that direct investment complements the resident 
official long-term sector, but because of the high degree of correlation between 
GNFA and ROL , the use of both variables in Eq. (S.l) was abandoned. 

Portfolio investment proved to be somewhat more sensitive to the short-term 
yield than to the long-term. The change in yield differential component has a 
somewhat more significant effect than its level. Growth of foreign assets and the 
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payment balances on current account are the most significant structural variables 
and account for practically 40 percent of the total variation in portfolio investment. 
Growth of net foreign assets is indicative more of the state of the economy providing 
inducement for portfolio inflows. Current balances get significantly transformed 
into foreign securities. Some country differences also produce important shifts in 
the portfolio investment. 

The resident official long-term capital flows are evidently (Eq. (S.3)) subject to 
the “stock” decision; the change in yield differential component measures about 
26 percent of the total variation. Growing foreign assets are again indicative 
of a healthy economy as far as the official sector is concerned. And as has al¬ 
ready been mentioned above, this sector strongly complements direct investment. 
Surprisingly, the resident official sector does not seem to be a risk averter. The co¬ 
efficient of moving standard deviation of yield variable is positive and statistically 
significant. 

Eq. (S.4) shows that deposit money banks long-term capital inflows are affected 
both by “stock” and “flow” decisions; the “stock” decision is more significant. 
The coefficient of risk variable is statistically insignificant. The current balances 
continue to indicate a matching credit creation in a significant way. 

Eq. (S.5) for other long-term capital flows gives the best result. The stock 
shift portfolio substitution effect of the yield differential component is extremely 
significant. The risk variable as expected a priori has a strong impact. The 
movements of other long-term capital flows seem to be inversely related to the 
deposit money banks flows. 

To summarize, resident official long-term flows and other long-term flows 
are quite sensitive to changes in the yield component; the “stock” decisions are 
evidently more relevant. The growth of foreign assets seems to provide a measure 
of the strength of the economy. Risk and current balances turn out to be most 
significant in other capital flows. The resident official sector complements direct 
investment, but the other long-term flows compete with deposit money banks’ 
long-term capital. 

Eqs. (S.6) to (S.8) for short-term flows are somewhat weaker than the equations 
for the corresponding long-term flows. Growth of net foreign assets is significant 
in the short-term resident official sector and deposit money banks; in both cases it 
has positive effect. Deposit money banks are risk takers for short-term flows, as 
the resident official sector appears to be for long-term flows. Short-term flows, in 
general, seem to be more sensitive, as measured by the relative magnitude of their 
coefficients, to current balances than are long-term flows. The resident official 
sector seems to provide a balancing edge to the deposit money bank flows. There 
seems to be a great deal of noise and volatility in the movements of other short-term 
flows; Eq. (S.8) is still quite weak. 

Eq. (S.9) for capital flow items listed as errors and omissions is basically an 
allocation equation by type of flows and by countries. In addition to the stock 
effect of change in yield component and growth effect of foreign assets, the resident 
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official long-term sector (ROL) seems to account for the largest portion of error. 
Similarly, net capital flows of the U. K. seem to make the largest contribution 
towards error, followed successively by Germany and the U. S. 

A brief review of our preliminary results presented above clearly proves that 
a disaggregation of capital flows is a promising route to follow. Substantial 
differences seem to exist in the sensitivity of various categories of capital flows as 
measured primarily by the relative magnitude of their marginal coefficients, and 
also by the direction of their responses. 

This brings us to the final equation (S.12) which measures the adjustment 
behavior of foreign exchange market and determines the exchange rate. Some of its 
features are quite noteworthy. Nearly all its structural coefficients are statistically 
significant and have a priori consistent signs. The equation fares quite well when 
compared to exchange rate estimates reported in some recent studies. 14 Its two most 
important highlights are: first, by and large, exchange rate gyrations are basically 
determined by long-term flows. The resident official sector in conjunction with 
other long-term flows and errors and omissions—which themselves are subject to 
long-term variables, as is evident in Eq. (S.9)—play an important role in affecting 
these gyrations. Second, the coefficient of spread between domestic and foreign 
inflation rates is not close to unity. The equation seems to indicate that even 
if foreign exchange markets operated perfectly and efficiently, unencumbered by 
resident official flows and without any disruptions due to unaccounted errors and 
omissions such that GNFA = 0, the movements of a fully flexible exchange rate 
will somewhat overshoot the path of a differential in inflation rates at home and 
abroad. Any inherent tendency for the purchasing power parity relation to hold 
seems to get obstructed in the short run by the speculative activity in the forward 
market. 15 

Parenthetically, we may also add that although Eq. (S.12) has no seeming 
resemblance to the exchange rate relationship derived from the monetary model, 
it does implicitly incorporate an effect of any change in money supply caused by 
the growth of foreign reserves. The growth of foreign reserves, as we have already 
seen in Eq. (1), unless sterilized, would affect the monetary base, money supply, 
and finally the interest rate. 

We may close the discussion of statistical estimates by saying that our equation- 
by-equation preliminary results seem to be quite promising. However, the final 
test would be to see how the model as a whole tracks the past data and helps in 
future predictions. We need to see how it functions as a simultaneous system and, 
eventually, how it fits into the LINK model. 16 

4. A Simulation Test 

The model was simulated block by block separately for each country for the 1973- 
79 sample period, and postsample preditions were obtained for 1980. In solving the 
model, the yield variable fidHSwas assumed to be exogenously known. Moreover, 
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except for the U. K. model, total capital flows were also fixed exogenously at their 
actual values, and the error and omission component was determined as a residual 
through the aggregate capital flow identity. Consequently the structural equation 
(S.9) was suppressed in these models. For the U. K. model, however, both ERO 
and total capital flows were endogenously determined as specified in the basic 
model structure. 

The final solution for the exchange rate for each country has been pre¬ 
sented in Table 30.1. These solutions show that the performance of the system 
in tracking the actual exchange rate is reasonably well except in the case of the 
U. K. for the earlier years. However, in the initial solutions the system was found 
to be particularly volatile for 1973 and 1975. If once it got away from the track, 
large errors in the predictions for subsequent years were observed. Therefore, 
occasionally some degree of “add factoring” became necessary to prevent the 
occurrence of a runaway solution or to make the system converge. The primary 
reason behind such adjustments was that large revisions in the data had taken 
place since our initial estimates. These revisions were far from systematic. To 
accommodate these revisions in simulations, some adjustment factors (AF) were 
added to the estimated equations. These factors wherever utilized have been 
shown in the Appendix Table 1 which summarizes the assumptions underlying our 
simulations. 17 

Based on our a priori judgment and empirical testing, we may conclude our 
analysis by saying that our experiment with the structural approach through dis¬ 
aggregated capital flows has been quite useful and revealing. It seems to provide 
a promising venue for predicting the exchange rate, especially in the short run, 
but we shall have to improve our ability to explain capital flows in order to deter¬ 
mine exchange rate movements. This paper is only the start of a lengthy research 
process. 

Notes 

1. Some useful reference sources are: Learner and Stem (1970), Whitman (1975), 
Officer (1976), Schadler (1977), Black (1977), Kreinin and Officer (1978), Isard (1978), 
Helliwell (1979), Hacche and Townend (1981a), and the symposium on purchasing power 
parity in the Journal of International Economics (May 1978). 

2. There have been several studies earlier on the movements of capital flows per se. 
To quote a few: Branson (1968, 1970), Genberg (1976), Kouri and Porter (1974), Kouri 
(1975), and Lybeck, Haggstrom, and Jamhall (1979); other references are in Bryant (1975) 
and Magee (1976). However, these studies have mostly incorporated fixed exchange rate 
regimes, or have treated exchange rates as exogenously determined variables. There are 
some notable exceptions, especially in the context of national econometric models, e.g., 
Rhomberg (1964) and Officer (1968). More recently there have been Krelle et al. (1979), 
Ball and Bums (1979), Lybeck and Jamh&U (1979), and Amano et al. (1981). 

3. We have reviewed these models in our previous paper (1982). 

4. For the detailed framework and theoretical underpinnings, we refer to our background 
paper (1982). 




INTERNATIONAL CAPITAL FLOWS AND EXCHANGE RATES 485 


5. To be more precise, the money multiplier m should be treated as a variable which 
would normally depend upon a variety of factors such as a spread between interest rate and 
discount rate, legally required reserve ratio, risk and uncertainty factors, and deviations of 
actual rate from the target rate. It may also be noted that we assume nonunitary money 
multiplier (m > 1), but for the sake of simplicity we are assuming a unitary density of 
money supply (Marwah 1979), that is, the monetary institutions hold zero excess reserves. 
It is also worthy of note that most of the earlier studies related to foreign exchange market 
make the restrictive assumption that m = 1. 

6. A case study of bilateral flows is a subject of another paper Marwah, Klein, and 
Bodkin (1983). 

7. With an exception of direct and portfolio investment these categories can be easily 
reclassified into short-term and long-term flows, and private and public flows. 

8. In some experiments made in Project LINK, initial reserves have proved to provide 
a good normalizing base. Net foreign assets in this paper are defined broadly as total 
international reserves. 

9. It may be noted that in the portfolio models of capital flows, an increase in domestic 
wealth leads directly to capital outflows, but in the monetary models this effect is quite 
ambiguous. Using GNP as a proxy for wealth, Lybeck, Haggstrttm, and J&mh&ll (1979) 
found mixed results on this count. 

10. See, for instance, Branson (1970). 

11. There are presumably a number of additional risks such as imposition of exchange 
controls, the possibility that a foreign security will have to be sold before maturity to finance 
a domestic transaction or for alternative investment. 

12. This variable is quite similar but not exactly equal to the variable used by Girton 
and Roper (1977). Our equation, on the whole, is different. Thus, Hacche’s and Townend’s 
(1981b) critique of Girton’s and Roper’s direction is not applicable to our equation. We 
have, in fact, questioned the restrictiveness of some of Girton’s and Roper’s assumptions in 
an early version of a related paper (1982, 16, fn. 16). 

13. The generalized least squares estimates have been deleted.—Ed. 

14. See, for example, Hacche and Townend (1981a) and Klein, Fardoust, and Filatov 
(1981). 


15. It may be mentioned that our exchange rate equation (S. 12) was re-estimated without 
the unitary constraint on the GNFA variable. A number of alternative values were selected 
for this coefficient from a range of values from 0.75 to 2.5 in small steps. But the GNFA 
variable with unitary coefficient yielded the most meaningful results. 

16. It may be noted that our system may appear unstable, as the sum of the coefficients 
of GNFA in our structural equations exceeds unity (OLS: 1.226, GLS: 1.0998). However, 
in any stability analysis one would have to include all the chain effects as well. For example, 
in our Eq. (S.3) for ROL , in addition to the positive coefficient of GNFA (0.0321), we 


have a negative chain component. 


8ROL ODIN 


= —0.0061. Altogether there are six 


dDINdGNFA 

such components in the capital flow equations. Some of these components are negative and 
some are positive. Adding these components to direct coefficients we get a new sum which 
is less than unity, OLS: 0.954, and GLS: 0.921. 

17. Appendix Table 1 has been deleted.—Ed. 
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Uses of the Accounts in 
Historical Data Analysis 






Introduction to Part VII 


Years ago among economic statisticians at die Federal Reserve die expression 
“making the numbers talk” was often heard It reflected their understanding that 
economic data do not speak for themselves. One has to make them tell their 
story. This process of giving meaning to economic time series I call historical 
data analysis. 

The problem is that a given set of data contains not just one story but many. 
Which story gets drawn out depends on the economic historian. It depends, for 
example, on the historian’s interests, factual knowledge, conceptual predisposi¬ 
tions, and on what questions the historian puts to the data. Clearly, objectivity— 
achieving general agreement in regard to what is significant—is not likely to 
come easily. Historical data analysis may seem simple, but it is not 

Nevertheless, it is a critically important type of analysis despite its current 
academic neglect First and foremost it is a prime method for absorbing die facts 
of the world—in our case, financial system data. It is a way to become ’Veil 
informed.” Secondly, it is a key technique for identifying the crude correlations 
that can be clues to causal relationships. It helps us avoid total dependence on 
theory and doctrine in developing hypotheses. Broadly, historical data analysis 
builds our knowledge of what, as economists, we would like to explain. 

The location of these readings between the groups on model analysis and 
policy analysis is not accidental. On the one hand, historical analysis comple¬ 
ments model analysis by presenting institutional and behavioral materials that 
are relevant to structural design and to structural change in models. It can help 
improve financial models and help keep them up to date. On the other hand, as 
historical data analysis moves toward the present and as it focuses on the proper 
functioning of die economy, it merges with current policy analysis. The tech¬ 
niques of these two kinds of analysis are very similar. The policy analyst needs 
to be aware of major influences in the current situation, and recent historical 
analysis can help. 

The central question for the financial historian would seem to be tins: How do 
I determine which financial facts are of significance? Applying the flow-of-funds 
accounts to financial history prejudges this question. The significance of these 
data is preasserted. But beyond the organizing that is implicit in the accounts, 
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there seems to be little methodological guidance. However, as we shall see, a 
variety of additional organizing devices are used by our authors, devices that 
help them judge data significance. In briefly considering here the selections of 
Part VII, we will try to identify these devices. 

A remarkable aspect of reading 31 by Morris Copeland is the journey back to 
the era before social accounting and back to the fear of high interest rates that 
Secretary of the Treasury McAdoo believed would result from government bor¬ 
rowing during World War I. Copeland’s counterargument, based on the in¬ 
creased supply of funds that would necessarily parallel the government’s 
increased demand, is derived simply from a basic understanding of how the 
flow-of-funds accounts are put together. And the same goes for his case that the 
banking sector functions as an intermediary and not an ultimate financer of 
aggregate demand. Merely being familiar with the structure of the financial 
accounts—and thinking in those terms—pointed up the significance of certain of 
the financial facts. 

In my own early paper, reading 32, there are two organizing devices in addi¬ 
tion to the accounting system itself. The first is the saving-investment process 
scheme that was laid out in reading 10. This is the main fact-selecting device. 
Then imposed upon this scheme is an exploratory hypothesis—the view that 
ultimate borrowing generally determines ultimate lending. This hypothesis not 
only provides additional organization but also helps give life to the facts; it 
draws out a story. Of course, the saving-investment process is much neater when 
applied to the U.S. financial system of the 1950s than when it is applied to the 
institutionally more elaborate system of today. On the other hand, many develop¬ 
ing countries have systems for which this simple scheme is quite a good fit 

Like nonfinancial markets, many financial markets are characterized by 
both flows of funds and prices (yields). It thus seems natural to examine the 
historical relation between the two—the major theme of reading 33, from the 
Federal Reserve Bulletin. With supply and demand theory in mind we expect 
a positive correlation of flow volumes and interest rates to result from varia¬ 
tion in the demand for funds and an inverse correlation to be due to variation 
in supply. The actual history of the 1960s is a good bit more complex, as the 
reading demonstrates. 

Reading 34, by Benjamin Friedman, is one portion of a major survey of post¬ 
war changes in American financial markets that makes extensive use of the flow- 
of-funds data. Its first section develops the economy’s increased reliance on 
private debt financing over the 1946—78 period. The next section (the part in¬ 
cluded here) shows how die financial system has during this period increasingly 
relied on financial intermediaries to hold the growing debt issued by nonfinancial 
borrowers. The remaining (omitted) section deals with die chan g in g financial role 
of the federal government We recognize as a background framework for the 
analysis the saving-investment process. Another important data selecting device is 
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A macroeconomic model builder who thinks about economic history is apt to 
wonder how or whether events have changed the structure of his or her model— 
that is, shifted or altered its basic behavior equations. The model builder has to 
ask which historical events might make these changes, a unique point of view for 
developing a historical analysis. This is what Benjamin Friedman does in reading 
35. In a historical analysis of the 1964-88 period, he presents the events that he 
judges might bear on die equations in the FRB-MPS model that are closely 
related to monetary policy. He then refits the relevant equations and carries out 
simulations to see if the new fits make the model respond differently to monetary 
policy change. His point of view makes for a most incisive historical treatment 
of his three areas of focus: the financing of residential construction, the increased 
openness of the economy, and the rise of business indebtedness in the 1980s. 

A final method of organization is illustrated by reading 36. This piece is 
organized around a major historical event—the European currency crisis of 
1992. Here capital flow data are used to support the existence of a particular 
set of expectations regarding the path of exchange rates on the way toward 
the European Monetary Union. Apparendy a major shift in these expectations— 
influenced importantly by political events—brings on the crisis. Our understand¬ 
ing of these events is very much aided by the initial background description of 
present-day institutional arrangements in international investment markets. 
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It is not easy for us today to imagine what it must have been like to try to 
understand the workings of our economy in the absence of social accounting 
information. The workings of those aspects that involve financial transactions 
seem to have been particularly difficult to understand. Indeed, I think we can say 
that in the absence of financial transaction social accounting information various 
misunderstandings were permitted to develop. Let me mention two: 1 

During World War I, Secretary of the Treasury William G. McAdoo, among 
others, was greatly concerned about the possibility that the huge wartime in¬ 
crease in the demands for funds would drive interest rates sharply up. As a 
matter of fact, interest rates did rise, but by no means as sharply as McAdoo had 
anticipated. Railroad bond yields rose from 4.12 percent in April 1917 to 4.42 
percent in November 1918. 2 During World War II the yields on long-term U.S. 
bonds actually declined. 3 

There is a view still entertained by quite a number of economists that an 
increment in the currency and deposit liabilities of the banking and monetary 
system creates a net addition to the total sources of funds available to finance 
purchases of GNP, and so a net addition to aggregate demand. 4 

We think McAdoo’s idea about the pressure exerted by wartime government 
financing on the money market and die view that “money creation creates new 
purchasing power” all involve misunderstandings about the way our economy 
operates and that the information in the flow-of-funds accounts helps to 
straighten out these misunderstandings. We hope to make clear why in the dis¬ 
cussion that follows. 


Excerpted, with permission, from Morris A. Copeland, “Some Illustrative Analytical 
Uses of Flow-of-Funds Data,” in National Bureau of Economic Research, The Flow-of- 
Funds Approach to Social Accounting, Studies in Income and Wealth 26 (Princeton, NJ: 
Princeton University Press, 1962), 201-10. 
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Even before the flow-of-funds (FOF) accounts were developed, we had in 
outline form an answer to the question “How was World War II financed?” On 
the basis of the national income and product accounts one could, with some 
netting in the nonfinancial account, determine annual figures for federal nonfi- 
nancial receipts and expenditures and the resulting surplus or deficit One could 
also determine, with somewhat more netting, annual figures on nonfinancial 
receipts, nonfinancial expenditures, and the resulting surplus or deficit for the 
other sectors of the economy combined. Such figures are given in Table 31.1 
for 1939 and 1940-45. 5 The deficit in the federal nonfinancial transactions 
account (federal national income and product account) for the six years ending 
in 1945 was $183.4 billion. The other economic sectors taken together had a 
nonfinancial surplus (surplus on account of national income and product trans¬ 
actions) of $177.5 billion. Were it not for the statistical discrepancy, the federal 
deficit and the consolidated net surplus of the other economic sectors would 
have been precisely equal. Thus what the federal government needed to borrow 
to finance die war was just matched by what the other sectors had to lend. 

But, of course, the national income and product accounts do not tell us who 
bought the federal government bonds issued to finance die war, or what part the 
banking and monetary system played in financing it For questions such as these 
we must turn to the FOF accounts. Tables 31.2 and 31.3 present a summary FOF 
picture of the way the United States financed the war, first die funds-raised side 
of the picture, then the funds-advanced side. 

Table 31.2 shows federal government sources and uses of funds in the last 
prewar-and-war-preparation year and the first postwar year, and annual averages 
for the six years 1940-45. National security expenditures averaged some $50 
billion higher for die six years than in 1939. The FOF government account, 
unlike die government account in the national income system, includes enter¬ 
prise payrolls and purchases. These rose sharply during the war. However, they 
did not add significantly to die financing problem. Enterprise revenues rose also. 
Other nonfinancial expenditures woe not far from the prewar level. It was 
mainly die increase in national security expenditures that required financing. To 
finance them the federal obligations held by other sectors of the economy were 
increased from $43 billion at the end of 1939 to $255 billion at die end of 1945, 
a net increase of $212 billion. Not quite all of this increase was needed to finance 
national security expenditures; $25 billion was added to die federal cash balance. 

The really interesting side of die picture is the funds-advanced side in Table 
313. I have greatiy simplified this side by combining the three FOF business sectors 
into one; by combining the state and local government sector, the several financ ial 
sectors (other than the banking and monetary system), and the rest of die world into 
an all-other sector, and by combining various types of transactions. Column 1 shows 
for die resulting four broad sector groupings where the $212 billion borrowed by the 
federal government came from. The rest of the table shows for these four sector 
groupings a summary analysis of their other uses of funds and their sources of funds. 
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Table 31.1 


How World War II Was Financed—A Summary St a tement* Based on the 
National Income and Product Account, 1939 and 1940-45 (billions of dollars) 



The Year 
1939 

Total 

1940-43 

Federal government 

A. GNP expenditures 

5.2 

320.2 

B. Proceeds received from final sales b 

4.6 

102.2 

C. Lines A minus B 

0.6 

218.0 

D. Personal taxes minus transfer payments, grants, and net 
interest 

-1.6 

34.6 

E. NI and P deficit 

2.2 

183.4 

F. Lines D plus E 

0.6 

218.0 

All other sectors combined 

G. GNP expenditures 

85.9 

682.9 

H. Proceeds received from final sales c 

85.3 

895.0 

J. Lines H minus G 

-0.6 

212.1 

K. Personal taxes minus transfer payments, grants, and net 
interest 

-1.6 

34.6 

L. Net funds advanced to federal government 4 

1.1 

177.5 

M. Lines K plus L 

-0.5 

212.1 


* This table is based on National Income Supplement, 1934, Survey of Current 
Business, Dept, of Commerce, Tables 2,4,3,8, and 9. 

b Corporate profits tax liability plus indirect business tax and nontax liability phis 
contributions for social insurance less subsidies minus current surplus of government 
enterprises. 

c Total charges against gross national product other than the statistical discrepancy 
minus line B, above. 

* Gross private saving plus state and local government surplus on income and 
product transactions minus gross investment. 


The two tables together bring out the overall intersector balance of accounts. 
For the federal government, nonfinancial expenditures during the six-year war 
period exceeded nonfinancial receipts by $193 billion, and it made up the differ¬ 
ence by net borrowing (lines B and C minus lines K and L). The other economic 
sectors together had a nonfinancial surplus that—except for statistical discrepan¬ 
cies—equaled the federal nonfinancial deficit, and die funds they advanced net 
of the borrowing among themselves equaled net federal borrowing. 6 This bal¬ 
ance is the analogue of that brought out by the national income and product 
accounts, but the addition of financial detail adds significantly to its meaning. In 
the national income and product accounts it tells us little more than the Keynes- 
ian C + / = Y, S = Y - C, hence S - I. The balance of the gross savings and 
investment account is just a corollary of the balance of the GNP accounts. But 
with the financial details added, it is clear that we are dealing with two sepa¬ 
rately articulating types of market adjustment: not only die adjustment in die 
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Table 31.2 

Federal Government Sources and Uses of Funds, 1939-46* 

(billions of dollars) 


Sources 

A. Total nonfinancial sources (chiefly taxes 

and enterprise revenues) 

B. Increase in outstanding federal obligations 6 

C. Increase in trade debt and miscellaneous 

liabilities 0 

D. Total 
Uses 

E. National security GNP expenditures 4 

F. Other GNP expenditures 0 

G. Grants, donations, and insurance benefits 

H. Interest plus tax refunds 

J. Enterprise payrolls and current purchases 1 

K. Increase in cash on hand 

L. Increase in other financial assets 

M. Total 


1939 

1940-45 
(av. per yr.) 

1946 

7.5 

34.7 

54.6 

2.1 

35.3 

-22.5 

0.0 

1.0 

—3.2 

9.6 

71.0 

28.8 



“““ 

1.2 

52.4 

16.7 

3.9 

2.3 

2.7 

2.9 

4.0 

12.6 

1.1 

2.6 

7.1 

1.3 

5.6 

10.5 

-0.7 

4.2 

-22.8 

0.0 

0.0 

2.0 

9.6 

71.0 

28.8 


» Figures are from FOF Table 17 except as noted below. 
b Excludes obligations held by the federal government sector. 

0 Miscellaneous liabilities are mainly trust and deposit liabilities. 
d Total GNP expenditures (FOF Table 87) minus line F. 

0 National Income Supplement , 1954 , Survey of Current Business , Table 2. 

1 Total payroll, plus rents plus other goods and services (FOF Table 17) minus line 
E minus line F. 

nonfinancial markets, as a result of which aggregate demand equals aggregate 
proceeds (the GNP account), but also the adjustment in the financial markets 
between the demand for and the supply of loanable funds. 

With the financial part of the income and money circuit thus made explicit in 
the FOF accounts, it becomes easy to see the point overlooked by McAdoo and 
others, and to see how, because they overlooked it, they were led to an unwar¬ 
ranted concern about the pressure on die loan and security markets of die gready 
increased wartime demand for funds. There is no question about the reality of die 
increase in demand. What was overlooked was that this increase was necessarily 
accompanied by a parallel one in the supply of funds. 7 The government’s war¬ 
time nonfinancial deficit was responsible for the added demand for funds, but 
this deficit necessarily meant an equal nonfinancial surplus for all the other 
sectors of the economy taken together, and consequentiy an equal increase in 
funds supplied. 
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Table 31.3 

Other Sectors, Sources and Uses of Funds, Six-Year Totals, 1940-45* 

(billions of dollars) 



Increase in 






Federal 

Nature of 

Source 




Obligations 

Held 

Item in 

as in 

Increase in 

(3) + (4) 

Sector 

Col. 3 

Col. 2 

Liabilities 

-0) b 


(i) 

(2) 

(3) 

(4) 

(5) 

A. Consumers 

46.4 

Net disposable 

661.1 

2.7 

617.4 



nonfinancial 
sources of 
funds 6 




B. Businesses 

28.1 

Current 

120.1 

3.8 

95.8 



surplus* 




C. Banking 

105.9 

Ditto 

6.7 

112.8® 

13.6 

D. Other (excl. federal 

31.6 

Total nonfi- 

219.1 

4.4 

191.9 

govt.) 


nancial 
sources of 
funds 




E. Total above 

212.0 


1,007.0 

123.7 

918.7 




msBaat 







Increase in 



GNP 

Nonfinancial Increase in 

Other 

(6) + (7) 


Expendi¬ 

Uses 

Cash on 

Financial 

+ (8) + (9) 


tures 

n.e.c. 

Hand 

Assets 



(6) 

(7) 

(8) 

(9) 

(I0)» 

F. Consumers 

510.7 

59.5 

50.5 

1.2 

621.9 

G. Businesses 

75.0 

0.0 

27.7 

6.6 

109.3 

H. Banking 

J. Other (excl. federal 

2.1 

0.0 


10.8 

12.9 

govt.) 

63.7 

117.5 

5.4 

3.7 

190.3 

K. Total above 

651.5 

177.0 

83.6 

22.3 f 

934.4 


* Figures are from the following FOF tables: Table 1 (consumers); Tables 11, 13, 
and 15 (businesses); Table 31 (banking); and Tables 23, 38, 42, and 46 (other sectors 
except the federal government). 

b The differences between columns 5 and 10 reflect valuation adjustments and 
discrepancies in the flow-of-funds accounts. 

c Total nonfinancial sources minus sales receipts and taxes. 

d Total nonfinancial sources minus nonfinancial uses other than GNP expenditures. 
For corporations, a major component of current surplus is retained income plus 
depreciation and depletion charges. 

• $112.5 billion of this amount represents the increase in currency and deposit 
liabilities; and $25 billion, the increase in currency and deposit liabilities to the federal 
government. 

r Including a $6 billion increase in net accounts receivable from and miscellaneous 
deposit, etc., claims on the federal government. 
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Another important point that Tables 31.2 and 31.3 together make clear is that, 
for the economy as a whole, including the banking and monetary system, the 
$112.3 billion increase in the currency and deposit liabilities of the banking sector 
is not a source of any funds that finance an increase in aggregate demand The 
six-year total of GNP expenditures was $980 billioa This total, together with the 
$250 billion of other nonfinancial expenditures, was financed—except for the 
statistical discrepancies involved—by die $1,215 billion of nonfinancial receipts. 
As has elsewhere been pointed out: “Any level of production ... at any level of 
prices... will generate die incomes out of which it could be purchased” 8 

But no doubt it should be added that, when we look at the accounts of the 
several sectors of the economy separately, the $112.5 billion increase in currency 
and deposit liabilities of the banking sector played a very significant role. The 
banking sector lent the federal government approximately $106 billion. The 
currency and deposit increase provided the funds for this investment as well as 
the funds for most of the increase in the other financial assets of the sector. To 
the tune of $112.5 billion the banking and monetary system was thus a mere 
financial intermediary. However, this sector did have some $6.7 billion of inside 
funds of its own to invest—retained earnings, etc. (column 3). 

We have considered the two misconceptions regarding the income and money 
circuit that I noted at the outset. There is still another type of misconception, 
which I hesitated to mention in my opening remarks because it is of a rather 
subtle nature. I would like to comment on it briefly at this point. Let me indicate 
its nature by quoting from George Leland Bach’s Economics: An Introduction to 
Analysis and Policy: 

When private spending on consumption and investment falls short of high 
production and employment levels, the government can increase total expendi¬ 
tures by spending more than it currently collects in taxes. At the extreme, it 
can finance this net addition by creating new money so as to assure a net 
addition to private spending. Or it can borrow existing funds from the public, 
hoping to draw on fluids that would not otherwise be spent.... 

Conversely, when total private spending is too high, with resulting infla¬ 
tion, the government can withdraw funds from the income stream by taxing 
away more than it spends. At the extreme, it may simply hold or destroy this 
net surplus. Or it may use the surplus to pay off government debt, hoping that 
the bondholders will not rush out and spend the funds they receive. 9 

This policy statement seems to imply three propositions that a good many 
economists have accepted, propositions die validity of which I want to question. 
The three propositions are: 

1. A federal government nonfinancial deficit makes for an increase (or sur¬ 
plus makes for a decrease) in aggregate demand. 

2. A federal government nonfinancial deficit financed by an increase (or a 
federal nonfinancial surplus resulting in a decrease) in currency outside banks 
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plus demand deposits adjusted makes for a larger increase (or for a larger de¬ 
crease) in aggregate demand than a deficit financed by die sale to the public of (or 
a surplus that is used to retire publicly held) interest-bearing federal obligations. 10 

3. In considering the effect of a federal deficit (or surplus) on aggregate 
demand we can afford to neglect die difference between a deficit brought about 
by an increase in government expenditures and one brought about by a decrease 
in government receipts (or between a surplus brought about by a decrease in 
government expenditures and one brought about by an increase in government 
receipts). 

I have said that the quoted policy statement implies these three propositions. 
Perhaps it would be better to say that the policy statement implies die first two 
and that those who accept Proposition 1 quite often do neglect the difference in 
effect between an increase in federal nonfinancial expenditures and a decrease in 
federal nonfinancial receipts (or a decrease in these expenditures and an increase 
in these receipts). Merely making Proposition 3 explicit is probably enough to 
make clear its questionable nature. But it should be noted that different kinds of 
nonfinancial receipts and expenditures need to be distinguished, too. If we are 
talking about changes in aggregate demand, surely an increase in federal GNP 
expenditures is the most direct way to push toward an increase in total GNP. 

Calling attention to the different ways a deficit (or surplus) may be brought 
about also suggests the nature of the amendment needed in Proposition 1. There 
is as much reason to think that our economy could get accustomed to a federal 
deficit if it were to be continued for some time as there is to think that the 
economy could get used to a continuing export surplus. The nature of the effect 
of a federal deficit in a given period, like that of a deficit in the account of die 
rest of the world with the United States, depends on what has gone before. A 
billion-dollar deficit (or surplus) in a given year presumably has a greater effect 
when it represents a large increase in nonfinancial expenditures (or a decrease in 
nonfinancial expenditures) than when it represents a small one. 

Proposition 2 treats the banking and monetary system as a mere financial 
intermediary, for it assumes that increases and decreases in the net indebtedness 
of the federal government to die banking sector are equal to the increases and 
decreases in die sum of currency outside h anks and demand deposits adjusted. 
This assumption is approximately correct. It is true, however, as I have already 
pointed out, that it is only an approximation—the banking sector does have, 
much of die time, a small amount of funds of its own (inside funds) to invest in 
federal obligations and other earning assets. But this is a minor matter. The main 
questions about Proposition 2 are (a) that it makes too sharp a contrast between 
the two methods of financing a federal deficit (or ways of using a federal sur¬ 
plus); and (b) that the words “money creation” and “destruction” suggest that the 
federal government and the Federal Reserve System acting in concert can manip¬ 
ulate the sum of currency outside banks phis demand deposits adjusted, so dud 
die variations in this quantity can be used as a means of effectuating government 
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credit policy in somewhat the same way that variations in the quantity of Federal 
Reserve credit can. 11 It seems unwise to assume such a possibility of manipula¬ 
tion or control of the quantity of currency outside banks plus demand deposits 
adjusted. We should, presumably, speak of influencing rather than controlling 
this quantity, recognizing that it is through manipulation of quantities such as 
Federal Reserve credit and member bank reserve requirements that influence on 
the quantity of currency outside banks plus demand deposits adjusted is exerted. 
Furthermore, as far as question (a) is concerned, it should be borne in mind that a 
federal nonfmancial deficit financed by an increase in the government debt to die 
banking sector may not stay financed in that way. If the banking sector holds 
marketable government obligations, businesses and individuals can elect to buy 
these obligations from the banking sector, drawing down their cash balances to 
pay for them. Also, the converse is possible if a federal deficit has been financed 
by selling marketable securities to the public. 

Notes 

1. [A third, relating to the role of trade credit, is omitted.—Ed.] 

2. Historical Statistics of the United States, 1789-1945, Series App. 29 (Washington, 
DC: U.S. Department of Commerce, 1949). 

3. Ibid., Series N 203. 

4. The following passages appear to illustrate this view: 

“Generally speaking, if expenditures are financed by the banking system, i.e., by the 
creation of money, total incomes will rise by a greater amount than if expenditures were 
financed by borrowing or by taxation since the new money represents a net addition to 
total income payments”—J. Brooke Willis, “Papers and Proceedings,” American Eco¬ 
nomic Review (May 1947): 227. 

“... common sense proclaims (even to the simple-minded)... the power possessed by 
the public and by the monetary authority to alter the rates of income flow—the former by 
putting money into and out of store, the latter by putting it into and out of existence”— 
D.H. Robertson, “Saving and Hoarding,” Economic Journal (September 1933): 411. 

“Investment can be greater than saving because money may be spent out of other 
sources than disposable income. Expenditures may be made from newly created bank 
money or from hoards”—Gottfried Haberler, “National Income, Savings, and Invest¬ 
ment,” Studies in Income and Wealth 2 (New York: National Bureau of Economic Re¬ 
search, 1938), 160. 

5. This table nets tax and interest receipts against transfer payments, grants-in-aid to 
state and local governments, and interest payments, because there is no need for the 
purpose in hand to show these debits and credits separately. They could, of course, be 
shown separately, if that were desirable. 

6. The amount was $212 billion plus the $6 billion included in column 9 minus the 
$25 billion increase in the federal cash balance. 

7. Without this parallel increase in supply, government security prices could not have 
been pegged as they were during either war. 

8. Committee for Economic Development, Jobs and Markets (New York: McGraw- 
Hill, 1946), 12. 

9. George Leland Bach, Economics: An Introduction to Analysis and Policy, 2nd ed. 
(Englewood Cliffs, NJ: Prentice-Hall, 1957), pp. 305-6. 
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10. Elsewhere, in a passage that somewhat parallels that cited here, Bach speaks of the 
alternatives of covering the deficit “by money creation (directly, through the Reserve 
banks or through the commercial banks)** or “by borrowing ftom the public** and of 
money being “destroyed (directly or through redeeming Reserve bank or commercial 
bank-held debt” versus “taxation to retire publicly-held debt”)—“Papers and Proceed¬ 
ings,” American Economic Review (May 1947): 237-38. Presumably he means by money 
creation and destruction, increases and decreases in currency outside banks plus demand 
deposits adjusted. Presumably, also, financing a deficit by money creation means increas¬ 
ing the Treasury’s net indebtedness to the banking and monetary system (i.e.. Treasury 
currency outstanding plus federal obligations held by the banking and monetary system 
minus the federal cash balance), while destroying money means decreasing such net 
indebtedness. 

11. This sort of thing seems to be suggested, too, in the passage from D.H. Robertson 
cited above. 
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An Exploratory Hypothesis 

Keynesian doctrine emphasizes the connection between investment and saving 
that occurs via goods and services markets. Although saving is equal to invest¬ 
ment, the level of the two flows is determined by the investment decisions and 
the consequent income circuit adjustments. In using the saving-investment pro¬ 
cess to analyze the U.S. financial system we will adopt a parallel hypothesis for 
the financial system: Ultimate lending is equal to ultimate borrowing, but the 
level of the two flows is determined by the borrowing decisions and die conse¬ 
quent financial market adjustments. We thus augment rather than replace the 
Keynesian saving-investment hypothesis. 

The causal primacy of the demand for funds in aggregate financial markets is 
asserted on several grounds. For many transactors real investment and the associ¬ 
ated borrowing are parts of a single joint decision; discretion over investment 
implies discretion in obtaining the necessary funds. Also, in most financial mar¬ 
kets lenders commonly wait for borrowers to initiate the transactions. The opera¬ 
tion of such key financial markets as bank loans, corporate securities, and 
consumer credit lends support to the position. No doubt the supply of funds side 
is at times important—perhaps even dominant—in some particular financial 
markets, as is true of the supply side in some particular goods markets. But in the 
aggregate we judge die demand for funds to predominate most of die time in 
determining financial market flows. 

Our hypothesis is obviously not one of the currently fashionable sort that can 


Excerpted from John C. Dawson, “An Analysis of die Saving-Investment Process, 
1953-62,” (unpublished paper 1964): 5-20. 


504 




SAVING-INVESTMENT PROCESS ANALYSIS SOS 


be rejected by a definitive statistical investigation. It is, we hope, one of a very 
useful species that we label exploratory because it suggests which facts may be 
die important ones and helps us to interpret diem. Our hypothesis will have 
proven useful if die saving-investment process facts are broadly consistent with 
this interpretation and, in particular, if a plausible financial mechanism can be 
found by which ultimate lending adjusts to ultimate borrowing. 

A Trial Analysis 

Guided by our exploratory hypothesis, we now examine the saving-investment 
process in die United States for die 1952-62 period using die scheme presented 
earlier in reading 10. The analysis will move from left to right across Figure 
10.1 (see p. ISO), starting with real investment and its financing, especially 
private ultimate borrowing, whose impact is felt on die major financial markets. 
We then consider the operations of banks and other financial intermediaries, the 
impact of monetary policies, and die financing of die federal deficit. We end 
with the placement of private saving into ultimate lending. 

The analysis will use time series charts that are partial cross sections of Figure 
10.1, the flows appearing on the charts as four-quarter centered-moving aver¬ 
ages. Flow-of-funds data are rough estimates containing substantial erratics, and 
the use of moving averages points up their major cyclical movements. The charts 
are keyed to Figure 10.1 to facilitate identification of the flows in the scheme. 
With one or two exceptions we shall not break down the flow aggregates of 
Figure 10.1. One advantage of the scheme is die more detailed analysis that it 
would permit, but we shall concentrate here on uniting several basic types of 
aggregative financial analysis into a single whole. 

The Financing of Investment 

Figure 32.1 presents an answer to the question, How is U.S. investment fi¬ 
nanced? Gross real investment and the two methods of its finance, internal 
financing and private ultimate borrowing, appear as defined for the lower left 
portion of Figure 10.1. The borrowing in turn is shown as obtained either from 
banks and other financial institutions or direct from ultimate lending. 

The movement of the gross real investment curve at the top of Figure 32.1 
outlines die basic cyclical pattern of the 1952-62 period. (Recession periods are 
shown shaded on die figures.) A portion of this cyclical movement is financed by 
the movement of internal financing, a result to be expected since investment 
fluctuations generate saving and internal financing by means of the income 
circuit. Nevertheless, the cyclical variation in private ul timat e borrowing is even 
greater. Immediately after the 1953—54 recession, investment rises much faster 
than internal financing and there is a sharp rise in borrowing. This pattern repeats 
itself after the 1957—58 and 1960-61 dips. On the other hand, farther along in the 
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Figure 32.1 The Financing of Real Inveetment (billions of dollars) 



upswings, in 1956-57 and 1959-60, internal financing maintains its pace as 
investment tapers, and in each case die borrowing starts an early decline. During 
die 1953-54 and 1960-61 recessions die borrowing curve absorbs most of the 
drop in investment, but in 1957—58 the drop in internal financing is more severe. 
There is, incidentally, die suggestion in die recoveries that private borrowing 
leads die upswing. In addition, the breakdown of private ultimate borrowing 
makes clear that borrowing is concentrated on financial institutions. Direct bor- 
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rowing from the nonfinancial sectors has only a modest cyclical movement, and 
a declining trend in the more recent period. 

Taken as a whole. Figure 32.1 measures die extent to which real investors as a 
group use die financial system and die extent to which this use is focused on 
financ ial institutions. Except for (he late boom periods, private ultimate borrow¬ 
ing tends to follow die pattern of the real investment curve; intensity of use of 
the financial system by private borrowers has a broadly procyclical pattern. We 
take this pattern as supporting our causal hypothesis that die amount of ultimate 
borrowing is determined by die borrowing decisions of the private sectors—in 
effect, decisions to make investment that they cannot finance internally. 

If we accept it as a first approximation 1 that die flow of private credit will 
be determined by borrowers rather than lenders, we are asserting that the 
supply of private credit adjusts to its demand. Since most of the variations in 
private borrowing are met by flows from financial institutions, we must in¬ 
quire how the private credit extension of financial institutions is able to 
accommodate to this demand. 

The Role of Financial Institutions 

Private ultimate borrowing is now traced back to die private credit extension of 
banks and other financial institutions, considering these flows in the context of 
the intermediary role of these two financial sectors. We begin with that of banks, 
which is portrayed in Figure 32.2. The sources of funds curve in the center 
measures funds the banking sector obtains from ultimate lenders by its currency 
and (demand plus time) deposit issue. The two uses of funds curves at the top 
show funds flowing out of banks to private ultimate borrowing (on account of 
bank loans, securities, mortgages, consumer credit, etc.) and to federal borrowing 
(on account of federal securities). The movement of the two uses of funds curves 
approximately exhausts that of the issues curve. 

During the 1950s there is a fairly consistent pattern in these curves in Figure 
32.2. The countercyclical movements in the issue of claims, and even more 
strongly in the bank acquisition of federal securities, contrast with the generally 
procyclical movement in private credit extension by banks. Thus during the 
upswing years 1955 and 1959 banks had a declining issue of claims, a declining 
volume of funds to place. Nevertheless, in both years private credit extension 
increased and this was accompanied by large declines in the acquisition of fed¬ 
eral securities. During all three recessions the issues curve increased, and this 
was accompanied by increased placement in federal securities and a fall or little 
growth in private credit extension. After the 1960-61 recession, however, the 
pattern changes. The issues curve does not reverse itself as in the preceding 
recoveries but continues its rapid rise. And the banks this time do not liquidate 
federal securities. 

How are we to interpret such behavior? The countercyclical character of the 
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Figure 32.2 Banking Sector (billions of dollars) 
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currency and deposit issue suggests the influence of monetary policy. We shall 
presently argue that this curve represents a mixture of Federal Reserve and saver 
decisions, but is not much influenced by die commercial banks themselves. For 
the moment let us assume that the banks do not control the volume of this issue. 
If so, banks would be prevented from controlling the in toto placement of their 
funds, die total that is allocated either to private credit or federal securities. 

Now the private credit extension of banks in Figure 32.2 is simply die bor¬ 
rowing demand of Figure 32.1 seen here from the supplier’s point of view. 
Formally its movement reflects the supply and demand adjustment in the bank 
credit market. But if, as we asserted, this flow is generally determined by bor¬ 
rowers, then its supply by banks must generally comply with borrowers’ de¬ 
mands for private credit. While this view does not preclude rationing effects on 
particular financial markets or even at times on bank private credit as a whole, it 
does imply that most of die time banks make it their business to provide credit 
when it is needed. 
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The banking system is able to accommodate to private credit demand by 
making the adjustments in its federal security portfolio that appear in Figure 
32.2. More schematically, if the claims issue of banks is imposed on diem and if 
their private credit extension is an accommodation to the borrowers’ demand, 
then their acquisition of federal securities necessarily becomes a residual not 
determined by the banks themselves. This conclusion has important implications 
for die operation of die federal securities market, to which we shall return. 

The affairs of nonbank institutions in Figure 32.3 are markedly different. The 
steady drift upward of the thrift, insurance, and pension c laims issue over several 
cycles indicates their cyclically inflexible sources of funds, r eminding us of the 
contractual nature of the massive insurance and pension claim areas. As for thrift 
institutions, they, too, are unable in the short run to influence saver choices very 
much; the rates they offer are inflexible due both to gover nmental regulation and the 
nature of their savings instruments. Thus, although the reasons differ, nonbank insti¬ 
tutions as well as banks have little immediate control over these major inflows. 

The private credit extension of the nonbank institutions is larger than that of 
banks but much more stable. Its only cyclical movement is a spurt at the start of 
each upswing. Unlike banks, these institutions do not manipulate their federal 
securities portfolios to provide the modest cycle in their private credit extension. 
As Figure 32.3 indicates, this movement is financed by a few flexible but minor 
sources of funds, mainly used by finance companies. We are led to conclude that 
nonbank institutions are much less able than banks to accommodate to variations 
in the total of private credit demanded of them. 

The contrast between Figures 32.2 and 32.3 demonstrates the overwhelming 
imprint of banks on all financial institutions as regards cyclical movements in issues, 
private credit extension, and federal securities acquisition; the bank behavior pattern 
governs these variables for the entire group. And even when a countercycle is 
imposed on banks in the issue of their claims, they have been able—largely because 
of their federal securities portfolio—to provide for a strong procyclical extension of 
private credit As we saw in Figure 32.1, this cycle in credit extension has been 
essential to financing the cycle in real investment. 

Monetary Policy Impact 

Our discussion of banks as financial intermediaries has already encroached on 
tiie tracing of Federal Reserve policy. We now approach it directly, considering 
the channels of monetary policy impact that are implied by the saving-investment 
process. Federal Reserve action, in affecting the deposit liabilities of the banking 
sector via the reserve mechanism, will be influencing the placement of ultimate 
lending with (he banking sector—see flow (C-6) in Figure 10.1. This influence 
could be most directly transmitted to real investment at the left via the private 
credit extension of banks (D-5) to private ultimate borrowing (D-2) and 
thence to investment (B-l). Alternatively, two less direct routes are available. 
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Figure 32.3 Nonbank Financial Institutions (billions of dollars) 
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1 Open-Market paper issued by sales finance co's. and FHLBB loans 
to Saving and Loan Associations are here remaved from C-8 and 
combined with bank loans of sales finance companies as misc. sources. 

The impact could spread by means of die private credit or federal security 
markets to nonbank financial institutions and influence their flow of credit to 
private borrowers (D-7). And conceivably the impact could move from die cur¬ 
rency and deposit liability (C-6) or die federal securities market (E-l) to ultimate 
lenders and influence their direct credit extension to private borrowers (D-l) or 
their placement with financial institutions (C-6 and C-8). Ultimately, however, 
these paths must all converge on private borrowing (D-2) if investment is to be 
influenced by means of the financial channels shown in Figure 10.1. 

On several counts this loanable funds view of monetary policy is rather at 
odds with Keynesian liquidity preference theory and its contemporary extension, 
asset preference theory. Real investment is here influenced via the borrowing 
that finances it; private sector debt has a more immediate role than private sector 
assets. Contrariwise, for financial institutions their credit extension—that is, their 
asset rather than liability change—plays the key part. Finally, a flow volume 
analysis more naturally observes credit rationing than interest rate effects. Since 
much of the effectiveness of Federal Reserve policy appears to stem from such 
rationing, this emphasis may prove not amiss. 
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To trace monetary policy impact, then, we first analyze the banking sector 
claims into the money and time deposit increments seen on die lowest section of 
Figure 32.2. We expect to observe countercyclical policy in die movements of 
die money curve, and such is die case, though less distincdy so, after 1960. 
However, it is the increasingly large movements in time deposits that decisively 
affect die total volume of funds placed with banks. Even complete control of die 
quantity of money would apparendy not suffice to control the flow of funds into 
the banking sector. 

The peculiar institutional relation between bank time and demand deposits is 
a key to this behavior. Saver placement of funds into bank time deposits, nnlilre 
that into any other credit instrument, equally removes funds from demand depos¬ 
its as a whole. The time deposit decisions of savers thus become a major im¬ 
mediate determinant of die money increment. Furthermore, because member 
bank reserves are required for time deposits, these deposits are an integral part of 
the bank reserve mechanism; reserves provided by the Federal Reserve influence 
time deposit expansion in die same manner as demand. In turn, saver discretion 
over the distribution of deposits will affect die weighted average required reserve 
ratio. Thus die issue of each of the two major bank claims is determined by a 
mixture of Federal Reserve action and saver decisions. 2 Countercyclical mone¬ 
tary policy may show up either in demand or time deposits, depending on the 
behavior of depositors, especially their time deposit response to tight or easy 
credit conditions. 

Judging by Figure 32.2, the alternations of Federal Reserve policy during die 
1950s have increasingly worked themselves out via the time deposit rather than 
the money curve. These saver decisions were presumably influenced by the rate 
differential between time deposits and short-term federal securities—for exam¬ 
ple, funds being drawn into time deposits with the fall in federal rates during 
recessions—thus promoting the expansion in both the time and demand deposit 
curves during easy credit. On the other hand, the two curves have opposing 
movements in 1956-57 and in 1962, the time deposit curve rise offsetting a 
tightening influence of the money curve on bank sources of funds. These were 
both periods, it will be recalled, in which the time deposit rate ceiling was raised 
by die Federal Reserve. 

However, if we consider banking sector sources of funds as a whole in Figure 
32.2, the countercyclical pattern during the 1950s becomes very distinct, as does 
its cessation with die sharp expansion during the 1961-62 upswing. Since it is 
possible to trace the major alternations in this curve back to Federal Reserve 
open-market and reserve ratio operations, we judge these movements in total 
bank issues to be attributable primarily to Federal Reserve rather than saver 
influences. Taking this curve as a rough proxy for countercyclical monetary 
policy, we consider the routes by which it may influence investment. 

On the evidence of Figure 32.2, h anks on the whole do not tr ansmit coun¬ 
tercyclical policy—as we see it in their currency and deposit issue—to their 
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extension of private credit Only late in the two upswings, of 1956-57 and 
1959-60, do die data support such a view. At these times the private credit 
extension of banks tapers, and these movements can be traced via private ulti¬ 
mate borrowing in Figure 32.1 to a tapering real investment Of course, such a 
pattern is also consistent with the view that late in these booms internal financing 
was plentiful and the borrowing demand declined. 

If at most times banks do meet the credit demands made upon them, then 
monetary policy impact is passed to bank transactions in the federal securities 
market and helps explain die enormous movement in this curve on Figure 
32.2. Bank purchases during recessions and sales (or reduced purchases) during 
upswings make for desirable countercyclical interest rate changes. But the fact 
that h anks are able to convert a policy-imposed countercycle in their issue of 
claims into a procyclical movement in private credit extension defines a serious 
loophole in the main path of monetary policy linkage to real investment. 

We turn now to the alternative paths by which Federal Reserve policy could 
move toward real investment. The private credit extension of nonbank financial 
institutions in Figure 32.3 seems to reflect somewhat the same market influences 
as that for banks. While the nonbank extension is hardly countercyclical, it may 
be somewhat stabilizing because of its inflexibility. As with banks, a case can be 
made for credit rationing late in die upswings of 1956-57 and 1959-60. It seems 
likely that a breakdown of nonbank private credit extension—for example, to 
show mortgage and state and local security acquisitions—might provide added 
evidence of rationing. 

The remaining channel of impact is via savers themselves as they respond to 
financial market conditions. The flow of ultimate lending direct to borrowing 
that we have at the bottom of Figure 32.1 clearly does not support countercycli¬ 
cal influences on real investment from that direction. And we have seen in 
Figure 32.3 that saver placement with nonbank financial institutions is a quite 
steady trend. Saver influence would seem to be confined to any influence on the 
countercycle in the issues of the banking system itself. 

Our conclusions on the impact of monetary policy as seen in the saving-in¬ 
vestment process may now be summarized. There is an identifiable countercycli¬ 
cal Federal Reserve influence on the currency and deposit issue of the banking 
sector. But we see little evidence that this influence is transmitted to private 
borrowing by banks, other financial institutions, or savers. Instead, bank behav¬ 
ior directs this countercyclical force to die federal securities market, diverting it 
away from major flow impact on real investment Breakdowns of die various 
flows, however, might well provide additional evidence of credit rationing im¬ 
pact on investment. 

Federal Finance 


Orthodox Keynesian economics provides an analysis of the effects on die econ- 
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omy of changes in government expenditures and tax receipts. But although Key¬ 
nesian fiscal policies usually imply increased deficits in recessions and reduced 
deficits or increased surpluses in prosperity, Keynesian models provide no way 
of analyzing die ease with which die required funds can be obtained or the 
impact of die borrowing on financial markets. A full analysis of federal fiscal 
policy should take account of these relations with die financial system. To do so 
we shall trace die financing of die federal deficit to the groups providing funds 
by acquiring federal securities, largely b anks and die private sector. 

In Figure 32.4 die federal deficit curve shows three deficit periods, one re¬ 
lated to the Korean War and the 1953—34 recession, and two others following die 
1957-58 and 1960-61 recessions. These deficits are financed by federal ultimate 
borrowing—that is, federal security issues less funds advanced by the federal 
government, both shown in the center section. We see that despite the growing 
volume and cyclical sensitivity of federal lending, die deficit pattern largely 
remains duplicated in the issues curve. 

When we ask who bought these issues, die situation is more complex; the 
bottom section shows the “acquiring” sectors extensively liquidating as well as 
buying federal securities and with little apparent relation to the issues that we see 
above. The acquisition of federal securities by financial institutions is almost 
entirely by banks, which was interpreted above as the result of two major forces, 
the private credit demands placed on banks by ultimate borrowers and the total 
availability of credit imposed on the banking sector. The combined impact of the 
cyclical variation in both these forces is thus transferred to the bank dealings in 
federal securities. And the consequence is the rise in bank acquisitions in the 
recessions and the liquidation in the subsequent boom years. 

On the other hand, the private sector acquisitions—largely business and con¬ 
sumer—have a different cyclical orientation. These sectors liquidate federal se¬ 
curities during our three recessions and make acquisitions during the upswing 
years that follow each. Their behavior may seem reasonable if we recall that 
consumers and especially businesses are likely to have increasing funds to place 
as incomes grow rapidly during upswings and hence will acquire federal securi¬ 
ties at such times. During recessions these sectors may well be less liquid and 
wish to sell them. Here again the federal securities market feels the impact of 
adjustments in other markets. 

We are face to face statistically with the institutional fact that the federal 
securities market, while it does serve to finance the federal government, func¬ 
tions in important additional ways as well. As the key liquidity instrument of the 
system, federal securities are a kind of residual item in the accounts of many 
transactors, their short-term excess funds being placed in this instrument. As a 
consequence, adjustments in a variety of other markets are reflected in and 
focused on this market, making it cyclically very sensitive. The writhing acquisi¬ 
tion curves in Figure 32.4 are the result of such forces. 

A final characteristic of these two curves is their closely synchronized inverse 
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Figure 32.4 Analysis of Federal Finance (billions of dollars) 
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behavior. In the recessions the private sectors are liquidating and the financial 
institutions are buying federal securities; in boom years the reverse often occurs. 
In effect they buy and sell to each other. From die viewpoint of die financial 
system as a whole, what we have is a novel type of intermediation that has 
developed since World War II. The federal securities liquidated by banks in 
meeting borrowing demand during tight credit periods are passed on to the 
private sectors acting as ultimate lenders. In this way banks can obtain added 
funds from ultimate lenders at such times without increasing the issue of their 
claims. During recessions, by acquiring die federal securities being liquidated by 
ultimate lenders, banks are able to reduce private credit extension even if their 
issues rise. The result is a very flexible mechanism for financing investment 
variations and one that is not closely tied to die issue of institutional claims. 3 

We are now in a position to examine the relation of the federal deficit to this 
process. The countercyclical federal deficit that automatic stabilizers tend to 
create in a recession is relatively easy to finance. Given easy credit Federal 
Reserve policies, banks are built-in security buyers during recessions. Figure 
32.4 shows that in 1954, 1958, and 1960, financial institutions absorbed both the 
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sales by private sectors and any new federal issue. Furthermore, if the automatic 
stabilizers during boom periods result in a federal surplus, as occurred in 1956 
and 1957, then the federal government can take over from private sectors the 
task of absorbing the securities that the financial institutions run off. But to the 
extent that the deficit is not countercyclically oriented—as in the Korean War 
financing in 1953 and the 1959 deficit—an added burden is placed on financial 
markets. In these years financial institutions were not buying, and it fell on die 
private sectors to absorb the new issues. In 1959, private sectors had to absorb 
both a large federal issue and a large institutional liquidation as well. In these 
circumstances we might well expect a tightening of the federal security market. 

Our language implies that the private sectors are residual buyers of federal 
securities. We are assuming that the total of security issues by the federal gov¬ 
ernment is not influenced by rates in this market. A similar assertion could be 
made about institutional dealings in federal securities, given our interpretation of 
these as a residual use of funds for banks. The groups whose federal security 
dealings respond to these rates are thus found entirely in the private sector so 
that, as rates adjust to clear the market, only variations in private sector pur¬ 
chases will be induced. This conclusion has consequences for savers’ behavior, 
to which we shall return. 

The Placement of Saving 

We have arrived at the origin of the saving-investment process, the point at the 
right side of Figure 10.1 where private sectors are placing their saving into either 
internal financing or ultimate lending. These flows are portrayed in Figure 32.5: 
private saving at the top; internal placement at the center; and at the bottom, 
ultimate lending divided into three components—placement into institutional 
claims, federal securities, and private securities and mortgages. 

Often savers as a whole are thought of as choosing to place funds in various 
financial instruments in a manner analogous to an individual saver—according to 
given tastes and in response to the various interest rates. Figure 32.5 taken by 
itself seems to support this view of savers’ behavior. During the major upswing 
years of 1955 and 1959, when security rates rose relative to rates on institutional 
claims, placements into federal securities rose sharply and those into institutional 
claims dropped. In 1961, when security rates did not so rise, much of the in¬ 
crease in ultimate lending is in institutional claims. During recessions, when 
security rates fell relatively, the declines in ultimate lending are confined to the 
two security curves, while the institutional placement rises. In Figure 32.5 only 
the 1956 decline in federal security placement embarrasses this view of saver 
choice. But the microeconomic likeness does not fully portray savers as a whole. 
Let us reconsider these fluctuations in saving placement from the perspective of 
the preceding analysis. 

In boom years such as 1955,1959, and 1961, investment rises rapidly, a good 
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Figure 32.5 The Placement of Saving (billions of dollars) 
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portion of which is financed by increased borrowing from financial institutions 
(see Figure 32.1). If in such circumstances a tight Federal Reserve policy re¬ 
stricts bank sources of funds, as in 1955 and 1959 (see Figure 32.2), this will be 
seen as restricted placement by savers in institutional claims (see Figure 32.5). 
To meet increased borrowing demand under tight credit conditions, banks will be 
forced to turn away or liquidate more government securities (see Figure 32.2), 
and these, together with any net issue of the federal government (see Figure 
32.4), will have to be picked up by private sectors as increased ultimate lending 
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(see Figure 32.5). As we noted, the 1959 combination of heavy private and 
federal borrowing necessitated a very large absorption of federal securities by 
ul timat e lenders. On die other hand, a prosperous year such as 1956, when 
private borrowing demand is less intense and when the federal government is 
running a surplus, results in savers absorbing practically no federal securities. 
And if, as in 1961, the monetary policy is not tight, die increased saver place¬ 
ment takes the form of intermediary claims. 

The pattern is even more uniform for the recession years. Declining invest¬ 
ment is accompanied by declining borrowing demand, and die latter plus easy 
credit policies lead financial institutions both to increase their claims issue and to 
absorb more federal securities, perhaps enough to finance the federal deficit As 
a result, in ultimate lending we have increased placement in institutional claims 
and decreased placement in federal securities. 

This interpretation of saving placement makes plausible die hypothesis that 
ultimate borrowing tends to determine ultimate lending and to do so via financial 
market channels. For the analysis suggests ways in which ultimate lending is 
constrained by the borrowing and intermediation process. If, as we have sug¬ 
gested, the private sectors are the one group whose federal security transactions 
are responsive to market rates, then they will be die residual buyers of federal 
securities. Consequently, private sector acquisition of federal securities will be 
the resultant of federal government issues and financial institution dealings in 
this market, and these variables—not saver choice—will determine saver place¬ 
ment in federal securities in Figure 32.5. Again, to the extent that the Federal 
Reserve imposes the countercycle in the issue of institutional claims. Federal 
Reserve influence—not saver choice—determines the pattern of placement in 
intermediary claims in Figure 32.5. If Federal Reserve influence is not para¬ 
mount in determining the institutional claims issue, and saver choice in response 
to interest rates is influential here, our hypothesis will still stand, for if savers 
place less with banks because of rising security rates, the probable result will be 
dollar for dollar further liquidation of federal securities by the banking sector. 
These securities will in turn be picked up by savers as residual buyers in the 
federal securities market. Such saver choices would serve to alter the composi¬ 
tion but not the total of ul timat e lending. Since most of the variation in ultimate 
lending in Figure 32.5 can be accounted for by institutional c laims and federal 
securities, the influence of the financial system on the placement of saving as a 
whole may be decisive. 

Still, this question may be pressed: Are not savers, if they respond to interest 
rate changes in placing their funds, behaving as we first proposed? The answer is 
yes, but we need to be clear about just what is being explained. In a market in 
which only one side—say, the supply of funds side—responds to market terms 
such as the interest rate, what is explained by this response is the determination 
of the rate and not the amount of funds provided. The latter will be determined 
by the demand for funds, which the rate adjustment does not affect. In the case at 
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hand, if we are correct, die change in saver placement into ultimate lending is not 
so much the result of interest rate adjustments as it is their cause. And ultimate 
lending would appear to accommodate to die level of ultimate borrowing by 
means of the financial market adjustment 

We step back now from this picture of die mechanics of financial market 
operation to pose a final, broader question about saving placement. Suppose it 
granted that savers as a whole are not at liberty to decide how much saving they 
place with the financial system. How comes it that private sectors will have 
enough funds available to provide any required volume of ultimate lending? 
Figure 10.1 asserts that private saving is always adequate to finance both internal 
placement and ultimate lending. Why is this so? 

Our dual hypothesis provides an explanation. One part of the hypothesis 
asserts that an ultimate lending increase will in general be induced by an increase 
in ultimate borrowing, the causal influences moving via financial market chan¬ 
nels in ways we have tried to indicate. To die extent this increased borrowing is 
accompanied by increased real investment or federal deficit, the latter will, ac¬ 
cording to the Keynesian part of the hypothesis, cause increased private saving 
via increases in aggregate production and income. This increased private saving 
will provide the funds needed by savers to increase their placement in ul timate 
lending. To the extent that the increased borrowing under consideration is not 
accompanied by increased real investment or federal deficit, internal financing of 
investment will have declined, as can be seen from Figure 10.1. In this case no 
change in private saving is caused via the income circuit, but since savers need to 
place less into internal financing, more of their saving is available for ultimate 
lending. The upshot is that if the dual hypothesis holds, there is little likelihood 
of a cyclical shortage of private saving as a whole. There is no denying Keynes’s 
central criticism of the classical loanable funds doctrine: If investment, viewed 
as the origin of the aggregate demand for funds, increases, then we must surely 
take into account that saving, viewed as the origin of the aggregate supply of 
funds, will be increasing as well. 

Summary 

The saving-investment process is a macroeconomic scheme of financial analysis 
depicting how saving is placed with the financial system as ultimate lending, 
passes through various financial institutions and market channels, and ultimately 
finances either real investment or the federal deficit We specify statistically the 
various flows in this scheme by means of a modified flow-of-funds matrix (see 
reading 10) and here present a U.S. analysis for the 1952-62 period in which the 
scheme integrates several basic but partial financial analyses. 

Our causal interpretation of the process is premised on the primacy of aggre¬ 
gate demand in financial as well as nonfinancial markets, on the priority of 
investment over saving, and of ultimate borrowing over ultimate lending. On this 



SA VING-1NVESTMENT PROCESS ANALYSIS 519 


basis the impact of movements in federal and private ultimate borrowing that are 
associated with variations in the federal deficit and real investment are traced via 
financ ial markets through to ultimate lending. The federal security market plays 
a key role in die analysis because much of die impact of private ultimate borrow¬ 
ing is transferred to this market by the action of die banking sector. As savers 
respond to financial market conditions in placing their saving, especially in 
federal securities, the ultimate lending total adjusts itself to ultimate borrowing. 
Moreover, this process influences the composition as well as the size of ultimate 
lending. Taking account of financial institution behavior, saver placement in 
federal securities tends to be high and placement in institutional claims tends to 
be low to the extent that there is a strong private borrowing demand, a tight 
Federal Reserve policy, and a large federal deficit 

Keynesian analysis is at some pains to point out that saving in the econ¬ 
omy as a whole is not determined by the aggregate of individual saving 
decisions. Our analysis suggests an analogous constraint on savers in the 
financial placement of their saving. Investment and ultimate borrowing deci¬ 
sions circumscribe aggregate saving behavior, the former by its income cir¬ 
cuit influence on saving and the latter by its financial market influence on 
ultimate lending. Saving-investment process analysis supports a modem, em¬ 
pirical version of the loanable funds theory that is complementary to Keynesian 
nonfinancial theory. 

Notes 

1. We consider below the late boom periods as exceptions. 

2. The elimination of die banks themselves from the list presumes (1) that the Federal 
Reserve has control of member bank reserves, (2) that bank reduction of excess reserves 
and acquisition of vault cash are not substantial sources of expansion capacity, and (3) 
that banks are constrained by custom and regulation from active cyclical manipulation of 
time deposit rates. 

3. Figure 10.1 is misleading in respect to this process because the arrow directions 
there hold only for positive values of each flow. The federal security market arrows would 
need to be reversed to show federal retirements and liquidations by institutions or ultimate 
lenders. 
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1. Introduction 

Interest rates in securities markets have fluctuated very sharply over the past 
half decade, although the trend in yields has generally been upward. In 1969 
and early 1970, when inflationary expectations were strong and bank credit 
expansion was curtailed, market rates reached levels as high as any in U.S. 
history. Then during 1970 and early 1971, as economic activity slowed and 
monetary policy eased, interest rates dropped more sharply than in most earlier 
periods of decline. 

Most recently, interest rates have tended up again, reversing some of their 
preceding decline. These recent yield increases—which occurred in the after- 
math of a rapid expansion of gross national product during the first quarter of 
1971—were accompanied by large credit demands in long-term financial mar¬ 
kets. They also came during a time when a flow of private short-term investment 
funds into foreign money market centers—indicating in part expectations of 
upward revaluations of some European currencies—had exerted some pressures 
to bring short-term U.S. rates somewhat closer into alignment with higher inter¬ 
est rates in foreign centers. See Table 33.1. 

The factors that account for the behavior of interest rates at any point in time 
are highly complex—reflecting, in addition to current developments, lagged re¬ 
sponses to past events and expectations of future events. To try to sort out more 
persisting underlying relationships among interest rates, credit flows, and mone- 

Reprinted from Board of Governors of die Federal Reserve System, “Interest Rates, 
Credit Flows, and Monetary Aggregates Since 1964,” Federal Reserve Bulletin (June 
1971): 425-40. 
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Table 33.1 

Selected Interest Rates (in percent) 


Rates 

Earlier 

highs 1 

1971 

lows 1 

June 15, 
1971 

Short-term: 

Treasury 

7.87 

3.38 

4.95 

bills 3-mo. 

(Jan. 70) 

(Mar.) 


Commercial 

8.84 

4.19 

5.50 

paper, 4 to 

(Dec. 69) 

(Mar.) 


6mos. 

Long-term: 

10-yr. U.S. 

7.91 

5.70 

6.70 

Govt. 2 

(May 70) 

(Mar.) 


Corporate 

9.12 

7.00 

7.90 

Aaa, new 

(July 70) 

(Feb.) 


issues 3 


' Monthly averages. 

! Estimated from yield curve. 

3 Estimated by First National City Bank, except latest figure which 
is Federal Reserve estimate for week ending June 18.1971. 

tary aggregates, this article reviews interest rate movements from 1964 to 
early 1971. 

The review starts with the years just prior to the escalation of U.S. involve¬ 
ment in the Vietnamese conflict—that is, early 1964 to mid-1965. In those 
years, while short-term rates had risen appreciably from the lows reached in the 
1960-61 recession, interest rates in general remained remarkably stable by pres¬ 
ent standards, particularly in long-term markets. Moreover, the levels of rates 
prevailing—with long-term bonds generally yielding somewhat above 4 percent 
and rates in short-term markets running a bit lower—were not unusual in terms 
of previous U.S. financial history. 

After mid-1965, however, interest rates began to trend sharply upward and to 
show much greater volatility. The 6-year span since mid-1965 divides logically 
into several subperiods that represent fairly distinct patterns of increasing or 
decreasing yield movements. 

Data in Figure 33.1 and Table 33.2 differentiate these various subperiods and 
show summary measures of interest rate changes and some other economic data. 
The interest rates selected for these exhibits are two relatively sensitive market 
series showing borrowing costs for major corporations—namely, the rate on 4- 
to 6-month prime commercial paper, and the average rate on newly issued corpo¬ 
rate bonds of Aaa quality. These two series are broadly representative of yields 
in short- and long-term financial markets, although any single interest rate series 
on a particular type of debt will, of course, occasionally show divergencies from 
the general pattern of rate changes. 

The yield on new corporate bonds was selected as the most representative 
measure for long-term market yields. Interest rates on long-term Treasury bonds 
tended to move more sluggishly during this time span, because the 4.25 percent 
interest rate ceiling foreclosed new Treasury debt offering of long maturity dur- 
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Figure 33.1 SUBPERIODS Showing Different Patterns of Yield Movement 



Monthly averages. First National City Bank estimates of average investor yield on new issues 
of high-grade corporate bonds adjusted to Aaa basis; prime commercial paper, dealer offering 
rates. 


Table 33.2 

Summary Data for Seven Periods of Interest Rate Changes, End 1963 to 
Early 1971 (in percent unless otherwise indicated) 


Item 

Ql1964- 
Q2 1965 

03 1965- 
Q4 1966 

1st H 
1967 

031967- 
02 1968 

2nd H 

1 1968 

Year 

1969 

Ql1970- 
Ql1971 

Interest rate levels, end of 
period: 

Commercial paper. 

4.38 

6.00 

4.72 

6.08 

5.96 

8.62 

4.59 

Corporate Aaa, new issues.... 

4.48 

5.76 

5.58 

6.56 

6.69 

8.41 

7.05 

Interest rate changes: 

Commercial paper. 

.47 

1.62 

-1.28 

1.36 

-.12 

2.66 

-4.03 

Corporate bonds. 

. 14 

1.28 

-.18 

.98 

.13 

1.72 

-1.36 

Annual rates of increase: 

Real GNP. 

5.6 

6.2 

, , 

5.0 

3.5 

1.6 

.4 

GNP deflator. 

1.8 

2.8 

2.4 

4.2 

4.3 

5.0 

5.4 

Current-dollar GNP. 

7.4 

9.2 

3.6 

9.4 

7.9 

6.8 

5.8 

Money stock (A/l). 

4.1 

3.5 

6.8 

7.2 

7.7 

3.1 

6.2 

Average level during period: 
High-employment budget sur¬ 
plus (in billions of dollars at 
annual rates). 

3.9 

-5.4 

-13.0 

-15.5 

-4.4 

3.9 

-.4 


Note.— Based on quarterly data for terminal quarters in each period, except growth rate of M \— 
which is calculated from averages for terminal months in the periods—and high-employment budget 
surplus—which shows average levels for the entire span of each period. Data for yields on Aaa newly 
issued corporate bonds are First National City Bank estimates and data for high-employment budget 
surplus (NIA basis) are unpublished estimates by the Division of Research and Statistics at the Federal 
Reserve. 

ing most of the period under review. To facilitate comparisons between long- 
and short-term rates on debt of comparable quality, the short-term rate used in 
the analysis is the rate on commercial paper. 
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2. Sketch of Subperiods 

The relevant subperiods of rising and falling interest rates can be readily identi¬ 
fied in Figure 33.1. The large extent of interest rate stability during the period 
from early 1964 to mid-1965 has already been mentioned, although on balance, 
yields did tend to rise slowly during this period. Market yields rose sharply in the 
next period—from mid-1965 through die so-called “credit crunch” of 1966. As 
is usually die case, changes in long-term rates were in the same direction as 
short-term rates but were smaller. Most yields reached their peaks at the height 
of the credit crunch in the fall of 1966. These interest rate increases partly 
reflected an unusually rapid pace of economic growth during late 1965 and early 

1966. Defense contracts and payrolls mounted quickly, on top of spending de¬ 
mands by private economic sectors that had been stimulated by the income tax 
cuts of 1964. While the growth rate of real economic activity became less rapid 
over the course of 1966, readily available manpower and capital resources had 
been absorbed by that time, and inflationary pressures had set in. To deal with 
the thrust of these excess demands, monetary policy became restrictive. 

The succeeding subperiod of declining interest rates covers the first half of 

1967. In this period growth of economic activity slowed briefly, partly in reac¬ 
tion to the earlier credit crunch and a temporary suspension of investment tax 
credits that took place in late 1966. Interest rate declines were also encouraged 
by a shift to an expansive monetary policy. In short-tom markets, the general 
rate decline continued through mid-1967, but in bond markets, rates reached 
their lows as early as February 1967 and then started moving up. This latter 
upturn was partly anticipatory; it reflected concern among market participants 
that the income surtax requested by the administration would not be enacted 
and that this would lead to large federal deficit spending on top of a renewal of 
strength already expected for the private economy. At the same time, the vol¬ 
ume of long-term borrowing—in contrast to short-term financing—increased 
substantially (see Table 33.3) as borrowers tried to make up for capital market 
financing forgone during the credit crunch and to anticipate possible future 
shortages of funds. 

Expectations of rising interest rates were in fact confirmed after mid-1967, 
and rates continued to advance through the next subperiod. Excess demand in the 
domestic economy and adverse expectations engendered by events in the foreign 
exchange and gold markets—beginning with the devaluation of sterling in late 
1967—were among the factors that encouraged interest rates to rise above the 
peaks reached earlier during the 1966 credit crunch. 

The long-delayed passage of the Revenue and Expenditure Control Act in 
June 1968—which provided for a 10 percent surcharge on income taxes and a 
ceiling on federal spending in fiscal year 1969—considerably improved the out¬ 
look of credit market participants. A temporary decline in interest rates occurred 
during the summer and early fall of 1968. As in the first half of 1967, however, 
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Table 33.3 


Net Borrowing in Short- and Long-Term Markets 

(selected periods, 1964 to 1971; in billions of dollars at seasonally adjusted 
annual rates unless otherwise indicated) 


Item 

011964- 
Ql 1965 


1st H 
1967 

QS1967- 
QS 1968 

2nd H 
1968 

Year 

1969 

Ql1970- 
Ql1971* 

Total net borrowing 1 . 

61.4 

62.9 

62.8 

84.8 

96.5 

73.4 

83.3 

Less: Funds supplied by Federal 
Reserve. 

3.4 

3.7 

6.0 

5.5 

-.4 

4.2 

7.1 

Equals: Funds supplied by private 
sectors:. 

58.0 

59.1 

56.8 

79.3 

96.9 

69.2 

76.2 

In short-term markets 2 . 

17.4 

27.1 

20.5 

38.0 

36.0 

38.9 

18.8 

In long-term markets—by type 
of instrument: . 

40.6 

32.0 

36.3 

41.3 

60.9 

30.3 

57.4 

Corporate & foreign bonds 3 . 

7.6 

10.7 

15.9 

16.4 

15.9 

14.8 

25.0 

Mortgages, net of Govt. 

housing-credit support.... 
State and local bonds. 

24.7 

20.1 

20.9 

21.7 

25.9 

18.7 

20.7 

5.6 

5.7 

8.0 

5.7 

13.0 

5.0 

10.1 

U.S. Govt, and Govt.-spon¬ 
sored agencies, over 5 
years 4 . 

2.7 

-4.5 

-8.4 

-2.5 

6.1 

-8.2 

1.5 

Share (in percent) of total supply 
by private sectors: 
Short-term. 

30.0 

45.9 

36.1 

47.9 

37.2 

56.2 

24.7 

Long-term. 

70.0 

54.1 

63.9 

52.1 

62.8 

43.8 

75.3 


1 For derivation, see Table 3. 

2 Includes, mainly nonfinancial borrowing in the form of bank loans, consumer credit, open market 
paper, State and local securities maturing within 1 year, and U.S. Government as well as Govt.-spon¬ 
sored agency debt maturing within 5 years. 

3 In addition to bonds issued by nonfinancial sectors, includes bonds issued by sales finance com¬ 
panies and commercial banks. The proceeds of such bond sales by financial sectors are netted out 
in calculating short-term borrowing on the assumption that the proceeds are used to finance short-term 
debt. 

4 Abrupt shifts in maturity classification—that arise when securities pass from the over-5-year to the 
under-5-year category as a result of the passage of time—have been phased in gradually. The smoothing 
technique spreads the shift over a 2-year period. 

Source. —Federal Reserve flow of funds accounts. 

v preliminary. 

the rate decline in long-term markets was reversed sooner than that in short-term 
markets. With borrowers seeking to cover previously delayed financing as credit 
market conditions eased, the volume of long-term debt offerings expanded 
sharply (see Table 33.3). In part, this enlarged volume of capital market financ¬ 
ing also came about when borrowers sought funds in anticipation of future needs, 
once it became evident that the mid-1968 fiscal actions were not fully curbing 
excess spending demands. 

During 1969, interest rates moved to new record highs as the sharp increases 
in rates that had begun in late 1968 continued throughout the year with only 
minor interruptions. The year 1969 had larger rate increases, both absolutely and 
in relative terms, than any of die other periods considered here. These rate 
increases were accompanied by a restrictive monetary policy that resulted in a 
marked slowdown in the growth rate of bank credit and die monetary aggregates. 
At the same time, the high-employment federal budget moved into surplus—a 
process that had already begun after mid-1968. While initially this shift in fiscal 
policy had seemed to have little effect, it subsequently contributed to the damp¬ 
ening of aggregate demand, and its effect on interest rates was in the direction of 
moderating upward rate pressures. 
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Economic expansion came to a halt in late 1969, and the following year was 
marked by recessive tendencies in output, sales, and employment This slow¬ 
down was counteracted by measures that made fiscal policy more expansive, 
such as die expiration of die surtax; by a quickening of growth rates in monetary 
aggregates; and by substantial decreases in interest rates that continued until late 
winter 1971. All this helped to set the stage for the resumption of economic 
growth that has been observable in recent months. Although the most dramatic 
interest rate decreases occurred in the short-term sector, long-term rates also 
declined significandy during this last period, but only after first climbing farther, 
to reach new highs toward the middle of 1970—as pressures to rebuild depleted 
corporate liquidity positions had mounted in the spring of 1970. Thus the de¬ 
clines in long-term rates started much later than those of short-term rates. Also, 
the levels of long-term rates were still unusually high relative to short-term rates 
in the spring of 1971. 

3. Interest Rates and Credit Market Flows 

In explaining interest rate trends over long periods of time, economists usually 
stress the influence of expected rates of return on investment in physical capital 
and the willingness of the various economic sectors to supply savings. A consid¬ 
eration of these variables was implicit in some of the preceding discussion of 
GNP and federal budget developments. However, for short cyclical periods ana¬ 
lysts often relate interest rate movements to shifting demand and supply condi¬ 
tions in the credit markets or in the stock of liquid assets such as money. 

Evaluating the relationship of interest rate movements in the seven subperiods 
to changing demand and supply conditions in the credit markets is a complex 
undertaking. It is difficult to distinguish between shifts in the demand for and 
shifts in the supply of loanable funds in the ex post data on fund flows. For 
example, an increased volume of credit may at times signify an upward shift in 
demand for funds that would lead to higher interest rates, whereas at other times 
an expanded flow of credit may reflect an increased supply that would lead to 
lower interest rates. Even without a separate identification of demand and supply 
factors, however, an examination of developments in credit flows may still con¬ 
tribute to an understanding of interest rate behavior. 

Total Borrowing 

Table 33.4 shows the major borrowing flows at annual rates during the seven 
subperiods under discussion. Total net borrowing (line F) reflects major types of 
borrowing by nonfinancial sectors in the economy. Total credit expansion was 
substantial in all of the subperiods under review, ranging between 7.9 and 10.9 
percent of current-dollar GNP. The flows appear to be largest in the periods 
when the economy was in the early or middle phase of an upswing, as in 1964- 
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Table 33.4 


Borrowing In Major Credit Markets (selected periods, 1964 to 1971; in billions 
of dollars at seasonally adjusted annual rates unless otherwise indicated) 


Line 

Item 

Ql 1964- 

031965- 
Q41966 



2nd H 

Year 

Q11970- 



Q2 1963 


1968 

1969 

Ql 1971* 

A 

U.S. Govt, securities. 

5.0 

2.8 

4.0 

20.5 

7.2 

-3.6 

9.2 

B 

C 

Sponsored credit Agencies.. 
Short-term non-Federal 1 .. 

1.1 

20.2 

3.8 

21.0 

-3.0 

18.3 

3.3 

18.5 

2.2 

33.3 

8.8 

31.4 

5.7 

15.0 

D 

Long-term non-Federal 3 .. 

36.2 

38.7 

40.7 

47.0 

56.3 

46.0 

58.6 

E 

Less : Govt, housing-credit 








support 3 ... 

1.1 

3.5 

-2.9 

4.5 

2.4 

9.2 

5.2 

F 

Equals: Total net borrow¬ 


ing by nonfinancial sec¬ 
tors and sponsored 









credit agencies 4 . 

61.4 

62.9 

62.8 

84.8 

96.5 

73.4 

83.3 

G 

Total borrowing as per cent 


of GNP 3 . 

9.5 

8.6 

8.1 

10.2 

10.9 

7.9 

8.5 

MM 



1 Borrowing by nonfinancial sectors in the form of bank loans, consumer credit, open market paper, 
and State and local securities under 1 year. 

2 Borrowing by nonfinancial sectors in the form of State and local securities other than short-term, 
corporate and foreign bonds, and mortgages. 

3 Net mortgage purchases of U.S. budget agencies, Federal National Mortgage Association, and 
Federal land banks: and Federal home loan bank loans to savings and loan associations. 

4 Borrowing by Government-sponsored credit agencies is included as a component of total borrowing 
and is shown in line B. However, to the extent that such borrowing finances home mortgage lending it 
is deducted in line E, since total mortgage borrowing has been included in line D. 

3 During the last half of 1966, total borrowing amounted to 6.7 per cent of GNP. 

Source. —Federal Reserve flow of funds accounts. 

” preliminary. 

early 1965 and the two periods from mid-1967 to the end of 1968. Relative to 
GNP, credit flows were smallest in 1969 and in the latter half of 1966 (see Table 
33.4, footnote 5), when the economy was nearing the end of an upswing and 
when monetary policy was most restrictive. 

In the periods when tendencies of recession and incipient recovery were pres¬ 
ent, as in early 1967 and in the 1970-71 period, credit flows were slightly larger 
than in the immediately preceding phases of expansion. It may also be noted that 
the large increase in federal borrowing in fiscal year 1968—at a time of substan¬ 
tial budget deficit at high employment—was reflected in an expansion of total 
credit flows and was succeeded by an unusually large expansion of nonfederal 
borrowing in the latter half of 1968. 

Given the pattern of relatively small credit flows and rapidly rising interest 
rates found in the late expansion phase of the business cycle, and intermediate- 
size credit flows accompanied by falling interest rates in the two periods when 
the economy slowed substantially, it is apparent that no simple relation can be 
formulated between the size of total credit flows and movements in interest rates. 
The explanation would seem to lie in an interaction of supply and demand 
conditions. 

Although total demands for credit tend to shrink when the economy weakens, 
monetary policy at such times has generally contributed to easier credit supply 
conditions; hence total borrowing tended to expand even while the economy was 
still sluggish. Lagged policy effects and the upturn of economic activity have 
tended to lead to a more rapid increase in total credit flows once economic 
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Table 33.5 


Sectors Supplying Funds In Major Credit Markets (selected periods, 1964 to 
1971 ; in billions of dollars at seasonally adjusted annual rates unless otherwise 
indicated) 


Item 


Total net lottif (or borrowing) 

Funds supplied directly by: 

Federal Reserve Banks. 

Commercial banks, net 1 . 

Thrift institutions, net 1 . 

Foreign 3 . 

All other domestic sectors 4 ... 

Share (in per cent) provided by: 3 
Federal Reserve, commercial 
banks, and thrift institu¬ 
tions. 

All other domestic sectors_ 


Ql1964- 
Q2 1965 

Qs1965- 
Qi 1966 



2nd H 
1968 

Year 

1969 

Ql 1970- 
Ql 1971* 

61.4 

62.9 

62.8 

84.8 

96.5 

73.4 

83.3 

3.4 

3.7 

6.0 

5.5 

-.4 

4.2 

7.1 

23.9 

20.7 

33.9 

32.1 

54.1 

12.2 

34.9 

15.2 

9.6 

16.5 

15.4 

14.7 

10.2 

20.3 

.4 

.2 

2.4 

-.6 

3.8 

-.3 

10.9 

18.5 

28.6 

4.0 

32.4 

24.3 

47.1 

10.1 

69.2 

54.1 

89.8 

62.5 

70.9 

36.2 

74.8 

30.1 

45.5 

6.4 

38.2 

25.2 

64.2 

12.1 


1 Net of bank borrowing in commercial paper market and securities market. Bank borrowing from 
foreign branches has not been deducted in evaluating funds supplied by commercial banks. 

3 Credit market lending by mutual savings banks, savings and loan associations, and credit unions, 
net of borrowing from commercial banks and Federal home loan banks. 

3 Does not include funds lent to U.S. banks by foreign branches, which in the last two periods 
amounted to S7.0 and $-8.0 billion, respectively. 

4 Mainly reflects private domestic nonftnancial sectors (such as households, business, and State and 
local funds) and insurance companies as well as minor differences between funds lent and borrowed by 
finance companies, dealers and brokers, and Government-sponsored agencies. 

3 The percentages do not add to 100 because the share of foreign net lending has been omitted. 

Source: Federal Reserve flow of funds accounts. 

9 preliminary. 


expansion was well under way. Finally, in die late expansion phases, total bor¬ 
rowing showed declines while interest rates reached high levels, and credit avail¬ 
ability was most restricted in reaction to efforts by monetary policy to restrain 
excess demands. 

Sectors Supplying Funds 

There is a general association of interest rate movements with the sectoral com¬ 
position of die supply of funds in credit markets, as discussed below and shown 
in Table 33.5. In periods when commercial banks, thrift institutions, and the 
Federal Reserve System supplied the predominant portion of total credit, interest 
rates eased or tended to be stable. But when other domestic sectors—especially 
households, nonfinancial business, and state and local governments—had to be 
attracted into the securities markets to meet borrowers’ demands for funds, inter¬ 
est rates increased. 

Major shifts of this type in the sources of lending may develop initially from 
either die demand or the supply side of credit For example, if demands for credit 
experience an autonomous increase, market interest rates would tend to rise. 
Such rate increases on market securities would need to be large enough to attract 
additional lending from die “other domestic sectors.” These higher rate levels 
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would tend to make market securities more attractive relative to holdings of 
deposits. Nominal interest rates on demand deposits are fixed at zero, while rates 
paid on savings accounts at commercial banks and thrift institutions tend to 
fluctuate much less than rates on market securities, as illustrated in Figure 
33.2. Moreover, regulated rate ceilings on time and savings deposits have at 
times constrained the ability of banks and other depositary institutions to offer 
interest rates on such deposits that are competitive with the market. In die case of 
depositary institutions specializing in mortgage lending, such as savings and loan 
associations, competitive interest rates often could not be offered on savings 
accounts when market interest rates rose, since the earnings of these institutions 
reflected in large part the lower returns obtained on mortgages that had been 
acquired before the increase in market interest rates. 

As a result, the more market interest rates rise, the more extensive die process 
of “disintermediation” becomes. The recent patterns of Eurodollar borrowings by 
commercial banks from foreign branches can be viewed as an exception to this 
generalization. In this case, U.S. commercial banks were bidding aggressively 
for Eurodollar loans when interest rates rose rapidly in 1969, thus offsetting 
some of the curtailment of bank credit. But in 1970-71, when U.S. interest rates 
declined below the levels of foreign rates, banks were repaying large amounts of 
Eurodollar borrowing. 

The nonfinancial domestic sectors attracted to the securities markets in peri¬ 
ods of rising rates typically acquire a different type of market instrument from 
those purchased by thrift institutions and banks; therefore, a particular scarcity of 
funds tends to develop for certain types of loans. Mortgage funds, especially, are 
not readily provided by the nonfinancial sectors; thus housing credit is curtailed 
when “disintermediation” occurs. Federal and federally sponsored credit pro¬ 
grams have ameliorated some of this unevenness of credit flows, as is indicated 
by die offsetting fluctuations in the volume of housing-credit-support lending by 

the government, particularly in periods of general credit restraint, such as in 

1969 (see Table 33.4). 

Major shifts in the share of lending being provided by different sectors can also 
be initiated from the supply side. For example, monetary policy can inject more 
reserves into the banking system, thus fostering more bank credit and in this way 
exerting downward pressures on interest rates, at least in the short run. The do¬ 
mestic nonfinancial sectors are then encouraged to part with securities and to 
channel their financial assets into deposits and shares at savings institutions. 

4. Short-Term Interest Rates and Monetary Aggregates 

The process just described—in which the nonf inanc ial sectors become important 
direct lenders in credit markets when interest rates are rising and high, while 
banks and savings institutions become more predominant in supplying credit 
funds when rates are falling and low—is reflected for the most part in move- 
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Figure 332 Rates on SAVINGS ACCOUNTS Respond Very Slowly to Market 
Rates 


PERCENT 



Quarterly data, except monthly for commercial paper and savings at 
commercial banks in April and May 1971. Weighted average offering 
rates on savings and loan accounts estimated by Fedral Reserve from 
the FHLBB quarterly survey. Weighted average interest rates paid on 
savings deposits by commercial banks in the 7th District. 

ments of die monetary aggregates that measure selected sets of liabilities of 
banks and thrift institutions. 

A rough correspondence in movements between measures of credit supplied 
by banks and thrift institutions and the monetary aggregates is to be exported, 
since there is a considerable amount of overlap between data taken from the 
credit side of these institutions’ balance sheets and data that represent their major 
liabilities. However, the monetary aggregates also measure particular types of 
liquid assets held by the public, and this is the major focus of the various 
concepts of money stock. 

The narrowly defined money stock (A/i)—that is, currency and demand de¬ 
posits (other than U.S. government and interbank)—has the least direct corre¬ 
spondence to credit data on the asset side of the balance sheet, since commercial 
bank time and savings deposits constitute a major share of the total liabilities of 
the banking system. However, since the narrowly defined money stock has the 
special characteristic of comprising the generally accepted medium of exchange, 
economists have been particularly interested in investigating the association be¬ 
tween this type of liquid asset and other economic magnitudes. 

Short-term market interest rates are frequently considered as the opportunity 
cost of holding or obtaining money, both for potential financial investors and for 
borrowers. Borrowers have to pay this rate as the price for money, and lenders 
can earn this rate if they are willing to give up money. Since short-term debt 
instruments are relatively free of market price risk, they are also considered 
“liquid” and hence are good money substitutes. 

For some types of investors, however, savings accounts may be better substi- 
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Table 33.6 

Changes in the Income Velocity of Money and Short-Term interest Rate 
Movements 



Velocity 

Rate of 

Movement in 

Time period 

of Afi* 

increase in 

short-term 



velocity 2 

interest rates 


04 1963. 

Q1 1964-Q2 1965 
03 1965-Q4 1966 
1st H 1967.... 

03 1967-02 1968 

2nd H 1968. 

Year 1969. 

Ql 1970-Ql 1971 

04 1963-Ql 1971.. 


3.95 

4.16 

4.50 

4.46 

4.55 

4.55 

4.68 

4.70 

4.70 


3.5 slightly increasing 

5.5 increasing 

—.2 decreasing 

2.0 increasing 

.... about unchanged 

2.9 increasing 

.3 decreasing 

2.4 slightly increasing 


1 Terminal quarter GNP, at annual rates, divided by average stock 
of currency and demand deposits for that quarter. 

2 Percentage change at annual rate. 


tutes for M\ than are market securities. A 1968 FDIC survey showed that 35 
percent of the dollar amount of demand deposits held by individuals, partner¬ 
ships, and corporations were in accounts smaller than $10,000; for many of these 
holders, savings accounts would tend to be a more realistic alternative to demand 
deposit holdings than short-term marketable instruments. Rates on savings ac¬ 
counts for these holders would be a better measure of the cost of holding money 
than die yields on short-term market securities. 

The public’s demand for money balances can be thought of as depending on 
transaction needs and interest rate levels as well as on a number of other specific 
influences, some of which are difficult to isolate and will not be considered here. 
Transaction needs can be represented in a very rough fashion by the current- 
dollar value of GNP, on the simplifying assumption that financial and intermedi¬ 
ate transactions that are not included in GNP would tend to grow at a similar rate 
to GNP. When GNP is divided by the current stock of money, the “income 
velocity” of money is obtained, and this velocity ratio then provides some rough 
allowance for the volume of transactions for which money is used. Data for 
money velocity, as shown in Table 33.6, permit a direct examination of the 
relationship between money stock and interest rates. 

When velocity increased substantially, during the subperiods in Table 33.6, 
short-term interest rates were tending to increase also. In periods when velocity 
increased only moderately, remained unchanged, or declined, short-term interest 
rates remained about unchanged or tended to fall. During the entire period from 
the end of 1963 to the first quarter of 1971, velocity increased at an annual rate 
of 2.4 percent, but short-term interest rates at their recent lows were only slightly 
higher than in late 1963. This may indicate, in a rough manner, that there were 
some economies in the use of money over this period so that some of the 
increasing trend in velocity could represent efficiencies in the management of 








FINANCIAL FLOWS AND INTEREST RATES 531 


cash balances. Alternatively, some of the increasing trend in velocity could also 
reflect the general rise in the interest rates paid on time and savings accounts. 

It should be noted that the relationships among GNP, money stock, and 
short-term interest rates represent complex interactions. All of these three 
variables act on one another rather than having only bilateral relationships. 
Growth in the money stock has a short-run effect in reducing interest rates, 
making credit more easily available and making the asset holdings of the 
public more liquid. These effects stimulate transactions and GNP. The larger 
GNP—whether in the form of additional product or higher prices—in turn 
increases interest rates and money demand. 

Of course, the presentation in Table 33.6 has been oversimplified in many 
respects. Lagged relationships have been neglected, although most econometric 
work has found that actions by holders of money to adjust their balances lag 
behind growth in the volume of transactions as well as changes in interest rates. 
Table 33.6 thus is merely illustrative of a general approach taken in investigating 
the relationship between money stock and interest rates. 

Expectations represent still other factors that influence the demand for money 
and short-term interest rates. For instance, expectations about economic develop¬ 
ments or about monetary policy influence short-term rates. The strong reaction 
sometimes observable in short-term rates to changes in the Federal Reserve 
discount rate, for example, takes place largely because a discount rate change 
may at times be viewed by die market as an indicator of the likely future course 
of monetary policy. 

Inflationary expectations, however, have a smaller impact on short-term rates 
than on long-term interest rates. To the extent that large investors consider de¬ 
posit holdings and short-term marketable instruments as their major alternatives 
for die placement of liquid reserves, neilher of these alternative holdings offers 
protection against inflation. Thus the influence of inflation on short-term interest 
rates is exerted mainly by the expansion of the current dollar value of transac¬ 
tions rather than by changing the incentives to substitute between deposits and 
short-term securities. 

5. Movements in Long-Term Interest Rates 

On the average, the level of long-term rates has been historically somewhat 
higher than that of short-term rates due to a preference for liquidity by lenders. In 
general, long-term market rates have tended to move in the same direction as 
short-term rates, but the amplitude of change of long-term rates has been smaller. 
As a result of the greater volatility of short-term rates, long-term rates for instru¬ 
ments that are similar in all respects except maturity have frequently been below 
the corresponding short-term rates during periods when interest rates were at 
cyclical peaks, and have been substantially higher than short-term rates when 
interest rates were unusually low. 
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Figure 33.3 Broad Conformity of Movement Appears Despite Diversities in 
SHORT-TERM RATES 



Monthly averages except for bank prime rate. 


Figure 33.4 LONG-TERM RATES Exhibit a Common Trend 



_1965_1967_1969_71 

Monthly averages. Seasoned State and local govt, bonds (20 issues, mixed quality). Bond 


Buyer; FHA series (new homes) on average contract interest rates on conventional first 
mortgages in primary markets; U.S. Govt, security yeilds as estimated from yeild curve. 














FINANCIAL FLOWS AND INTEREST RATES 533 


Figure 33.5 SPREADS Between Long- and Short-Term Rates ALTER OVER 
TIME 




This standard pattern of relationships between long- and short-term rates pre¬ 
vailed in the period from 1963 to late 1966. As shown in Figure 33.S, the 
spreads between long- and short-term rates declined significantly during this 
period as short-term rates were rising. Thereafter, however, the standard relation¬ 
ship did not hold up well. Long-term yields remained higher than short-term 
interest rates in mid-1968, even though short-term rates had reached a new peak. 
In 1970 and early 1971, when short-term interest rates were falling, some of the 
large increase in yield spreads did conform to the usual relationships between 
long-term and short-term rates. However, the extent to which spreads have wid¬ 
ened has been unusually large. In summary, it would seem that long-term rates 
have had an upward shift relative to short-term rates since early 1967 in compari¬ 
son to their usual historical relationship. 

The wider spread between short- and long-term rates in recent years is fre¬ 
quently attributed to changed expectations about the future course of prices of 
goods and services. When entering into financial contracts that terminate many 
years hence, lenders and borrowers must naturally make some evaluation of the 
range of possible alternatives over the life of die contract In making such evalu¬ 
ations during the past few years, investors appear to have become more con¬ 
cerned about expected general price increases. When such concerns are strong, 
investors believe it to be unprofitable to advance funds to bond markets except at 
high yields. 

The pattern of credit demands by borrowers is, of course, also influenced by 
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Figure 33.6 LOWER-GRADE BONDS Still Demand Sizable Yield Premiums 


PERCENT 

MOODY'S Baa LESS Am ON SEASONED ISSUES 

1.S 

___ 

7 

1.0 



.5 

_1_1_1_1_1_1_1_1_ 

0 


71 



Based on quarterly averages, except monthly for April and May 1971. 
Composite averages of seasoned bonds compiled by Moody's Investors 
Service. 


expectations. In 1970 and early 1971 large demands for long-term funds by 
borrowers have contributed to the relatively high levels of long-term yields. As is 
shown in Table 33.3, die demand for long-term funds has been unusually large in 
the period from 1970 to early 1971, especially in comparison to die quantity of 
short-term funds demanded. As was noted earlier, demands in the long-term 
sectors of the credit market also had increased substantially in early 1967 and 
late 1968 when interest rates were declining from their preceding peaks. In these 
earlier periods the declines in interest rates became short-lived: Markets had 
tightened initially in reaction to backlog and anticipatory borrowing demands in 
the long-term sector; somewhat later short-term borrowing demands also had 
increased due to vigorous expansion of the economy that provided full-potential 
activity and intensified inflationary pressures. 

Recent yield behavior suggests that inflationary expectations are probably 
embedded to a considerable extent in the yield spreads between long- and 
short-term maturities and to a lesser extent in the level of all interest rates, as 
already indicated. Investors in short-term marketable assets frequently are 
anxious to maintain the liquidity of their investment, and there are no good 
outlets for investment of short-term funds that hedge against inflation. Some 
long-term investors, however, can find alternative inflation-hedged assets, 
such as corporate equities and real estate—and can also shift temporarily to 
short-term assets, when they become apprehensive about the risk of capital 
losses in the bond markets. 

Another feature of current yield spreads is the large difference between the 
rates on prime- and lower-grade bonds. The yield spread between Baa-rated 
corporate bonds and Aaa-rated bonds, in the market for seasoned issues, in¬ 
creased since about die time of the filing for bankruptcy of a major railroad last 
year (see Figure 33.6). These spreads usually increase in periods of economic 
recession when uncertainty increases; during the most recent months—perhaps 
as a reaction to the signs of economic recovery—these spreads have narrowed. 
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( 1980 ) 


[Note: The omitted first part of this essay details the economy’s increasing 
tendency toward private debt financing in the post-World War II period.—Ed.] 

How have the American financial markets in the postwar period met the chang¬ 
ing needs that the economy has placed on them? In any well-developed financial 
system it is useful to distinguish the liability-issuing and asset-holding activity 
that takes place directly between nonfinancial participants in the economy, 
whose respective principal business interests lie elsewhere, from that which takes 
place through an intermediary whose principal business is financial transactions 
themselves. In general, changes in how financial markets work to meet the 
requirements of the nonfinancial economy may represent some combination of 
changes in the economy’s overall degree of intermediation and changes in how 
the intermediaries go about their business. In fact both aspects together have 
accounted for changes in the American financial system during the postwar era. 

The Advance of Financial Intermediation 

Throughout their history, but more so during the twentieth century and especially 
in the years since World War II, the American financial markets have undergone 
a shift away from direct transactions between nonfinancial borrowers and lenders 
toward the intervention of financial intermediaries. The development of the com- 


Excerpted, with permission, from Benjamin M. Friedman, “Postwar Changes in the 
American Financial Markets,” in Martin Feldstein, ed.. The American Economy in Transi¬ 
tion (Chicago: University of Chicago Press, 1980), 35-53,71—72; 01980 by the National 
Bureau of Economic Research. The extensive footnotes and references have been omitted. 
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mercial banking system and of die life insurance industry in earlier years, and 
more recently die great expansion of nonbank deposit institutions and both pri¬ 
vate and public sector pension funds, have been important features of the devel¬ 
opment of the American financial system. 

In the postwar period the continuation and even acceleration of the trend 
toward intermediated financial markets has hardly been independent of the si¬ 
multaneous rise in the economy’s reliance on privately issued debt Instead, die 
two developments have been natural counterparts. In comparison with default- 
free government obligations, risky private securities impose both information 
and transaction costs that encourage the economy’s development of financial 
intermediaries. Holders (or potential holders) of private securities must first dis¬ 
cover the specific risks that individual claims against private issuers entail, and 
then monitor these risks on an ongoing basis. These information costs are espe¬ 
cially large in the case of negotiated loans such as home mortgages, consumer 
credit, and bank loans to businesses. Not only economies of scale but also the 
advantages of specialization favor delegating this information-gathering and pro¬ 
cessing function to third parties. An equally important function performed by 
financial intermediaries holding private securities is the pooling of specific risks. 
In transforming the direct claims that they hold into the indirect cl aims that they 
issue, intermediaries economize on transactions costs so as to facilitate diversifi¬ 
cation by enabling investors to own interests (indirectly) in a large number of 
imperfectly divisible assets. In addition, by pooling many individuals’ and 
businesses’ needs for liquidity, deposit intermediaries often change the risk char¬ 
acteristics of the aggregate of assets to be held by issuing claims (often explicit 
or implicit demand claims) that have a shorter maturity than the claims that they 
in turn hold. Similarly, pension and insurance intermediaries change the aggre¬ 
gate risk structure that insured parties face by pooling actuarial risks. 

Individuals are die principal nonfinancial holders of assets that represent di¬ 
rect claims on other nonfinancial participants in the economy. Individuals’ con¬ 
tinued willingness to hold such assets therefore constitutes a retardant to the 
advance of financial intermediation, while their reluctance to perform this func¬ 
tion creates the basic need for intermediation. Figure 34.1 shows how American 
households have shifted the composition of their financial asset portfolios during 
the postwar period. Households’ aggregate holdings of deposit-type liabilities of 
financial intermediaries have grown continually from the early 1950s to the late 
1970s, not only absolutely but also in relation to overall nonfinancial economic 
activity (and personal income). Households’ c laims on insurance and pension 
reserves have also grown on balance during the postwar years, although here the 
growth has been less steady because of the effect of equity price changes on the 
valuation of these reserves. By contrast, households’ direct holdings of non- 
intermediated debt have declined in relative terms almost continually since 
World War II, and their direct holdings of equity claims on business corporations 
have varied mostly with equity price fluctuations, exhibiting little overall relative 
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Figure 34.1 Financial Asset Holdings of United States Households 

% OF GNP 



trend. Since the total size of households’ financial asset portfolios in relation to 
gross national product has also shown no overall trend—first declining during 
the immediate postwar years, then rising sharply in the 1950s, remaining steady 
through the 1960s, and declining in the 1970s—these patterns of growth and 
decline in comparison to gross national product also correspond, for the postwar 
period as a whole, to growth or decline in shares of households’ total portfolio. 

Households’ increasing preference for claims on intermediaries has appeared 
even more pronounced from the perspective of their accumulation of financial 
assets. Table 34.1 shows households’ net acquisition of various categories of 
financial assets, both in dollars and as a share of the total. The two features of 
households’ investment behavior that stand out most sharply here are the domi¬ 
nance of deposits throughout the postwar period and the change that took place 
at the end of the 1950s in households’ net investment in corporate equities. 
Households purchased more equity shares in corporations than they sold in every 
year during 1946-57, so that the tripling in value of their direct equity holdings 
over this period represented the combined result of capital gains and positive net 
purchases. By contrast, households have sold more direct equity shares than they 
have purchased in every year since 1958, so that capital gains have accounted for 
more than all of the subsequent increase in total value of their direct equity 
holdings. Moreover, allowing for the shift from direct ownership of equities to 
indirect ownership via mutual funds does not alter the fundamental picture of 
individuals’ investment behavior. Households in the aggregate were net purchas¬ 
ers of mutual fund shares during the rise of that industry in the 1960s, but not in 
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sufficient quantity to offset the liquidation of their direct equity holdings. More 
recently, they have been net sellers of both direct equity holdings and mutual 
fund shares in every year since 1972. The conclusion remains that equity price 
movements have accounted for more than all of any increase in the value of 
individuals’ equity holdings. Because equity prices have fluctuated widely but 
shown little net gain in nominal terms since die mid-1960s, individuals’ aggre¬ 
gate equity portfolio has therefore shown no trend movement in nominal value 
and has declined in relative value during die past decade and more. 

The shift of individuals’ investment flows away from equities during die 
second half of the postwar period probably reflects several considerations in 
addition to die economies of scale and risk pooling noted above as general 
advantages of intermediation. Changing birth rates, age distributions, and income 
levels have all played some role. The increasing government provision of health, 
education, and income security benefits has also altered the objectives associated 
with saving for many people. The growing importance of workers’ claims on 
future pension benefits, including job-specific pensions in both the private and 
public sectors and also social security, has in particular changed many people’s 
need to accumulate assets directly to finance their retirement Finally, percep¬ 
tions of the relative returns and risks—including especially inflation risk—asso¬ 
ciated with different assets have also changed markedly during the postwar 
period. After the unpegging of bond prices in 1951, fixed-income securities 
became subject to market risk in addition to inflation risk, and in the 1970s the 
inflation ride has increased dramatically. As for equities, during most of the 
1950s and 1960s, renewed confidence in economic stability and prosperity les¬ 
sened fears of any collapse of values comparable to that of 1929-33, and in 
addition many people regarded them as a “hedge” against price inflation. Fol¬ 
lowing the rapid acceleration of inflation and the poor performance of both 
equity prices and the American economy in the 1970s, however, prevailing 
opinion has become progressively more skeptical both of the economy’s long- 
run growth prospects and of the usefulness of equities as an inflation hedge. As 
the correlations presented in Table 34.2 show, even during the 19S0s and 1960s 
nominal returns on equities never compensated fully for variations in price infla¬ 
tion. Even so, the table also shows that there has been a noticeable shift in the 
structure of asset returns and risks in the 1970s. 

Although individuals are the dominant nonfinancial holders of direct claims 
on other nonfinancial participants in the economy, businesses also advance a 
substantial amount of direct credit, both to individuals in the form of installment 
and other consumer credit, and to each other in the form of trade credit and 
commercial paper. Even with the ready availability of business credit cards and 
charge accounts, however, commercial banks and finance companies have in¬ 
creasingly dominated the consumer credit field. The share of outstanding con¬ 
sumer credit owed to nonfinancial businesses (including corporations and others) 
has fallen from just over one-third in the early 1950s to just under one-sixth in 
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Table 34.2 

Asset Returns and Price Inflation 


After-Inflation Total Returns 



1-Month Bilb 

20-Year Bonds 

Equities 

Inflation 

1953-78 

Mean 

0.41 

-0.52 

7.09 

3.69 

Standard deviation 

1.41 

6.89 

20.13 

3.12 

Correlation with inflation 

-0.88 

-0.40 

-0.61 

1.00 

1953-72 Subperiod 

Mean 

1.02 

0.18 

10.48 

2.36 

Standard deviation 

0.69 

6.59 

18.19 

1.73 

Correlation with inflation 

-0.44 

-0.30 

-0.56 

1.00 

1972-78 Subperiod 

Mean 

-1.62 

-2.83 

-4.19 

8.10 

Standard deviation 

1.29 

8.00 

23.87 

2.53 

Correlation with inflation 

-0.97 

-0.72 

-0.77 

1.00 


Note: Data in percentages per annum. 


the 1970s. In addition, business lending via purchases of nonfinancial commer¬ 
cial paper has remained relatively small, so that trade credit—typically equal to 
15-18 percent of the gross national product, and mostly borrowed and lent 
within the corporate sector—remains the primary vehicle for businesses’ hold¬ 
ings of direct claims on nonfinancial obligors. 

Foreign investors have held a small but growing share of direct claims on 
nonfinancial participants in the American economy throughout the postwar pe¬ 
riod. The growth of foreign holdings has been especially rapid during the 1970s, 
as the persistent American balance of payments deficit has transferred assets 
abroad, especially to member countries of the international oil cartel. The rapid 
recent growth has proceeded from a small base, however, so that foreign hold¬ 
ings still represented fewer than 5 percent of all direct claims against American 
nonfinancial obligors as of year-end 1978. Nevertheless, the concentration of 
foreign (especially foreign official) investments in specific instruments has made 
foreign holdings of particular importance in some American markets. The year- 
end 1978 share of federal government securities held abroad, for example, was 
nearly one-sixth. 

Figure 34.2 indicates the extent to which the increasing preference for claims 
on intermediaries by individuals (and, to a lesser extent, other nonfinancial in¬ 
vestors) has shifted to intermediaries the task of meeting the needs that nonfinan¬ 
cial participants in the economy have brought to the American financial markets. 
As of 1978, individuals in the aggregate remained the largest single class of 
holders of direct claims on nonfinancial borrowers and share issuers—but only 
by virtue of their continuing domination of the ownership of corporate equities. 
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Figure 34.2 Holdings of Claims Against United States Nonfinancial Sectors 
(Including Equities) 



Because the direct claims that individuals hold consist overwhelmingly of 
equities (see again Figure 34.1), the household share of ownership of the total 
of direct claims outstanding has varied with fluctuations in equity prices. 
Overall, however, the household share has declined, as has the share held by 
all other nonfinancial investors. As the share of direct claims on nonfinancial 
entities held by all nonfinancial investors has declined, the share held by 
financial intermediaries has correspondingly risen. Intermediaries’ holdings 
first accounted for the majority of all direct claims outstanding in the Ameri¬ 
can financial markets in 1969, and they have remained the majority ever 
since. 

Table 34.3 presents flow data indicating the even stronger postwar dominance 
of intermediaries in meeting the funds required each year by nonfinancial partici¬ 
pants in the economy. Here the main difference from the pattern indicated in 
Figure 34.2 is that these data exclude equity capital gains, which constituted 
most of the increase in households’ equity holdings until the late 1960s and more 
than all of the increase since then. Apart from accumulating capital gains on 
equities, individuals and other private domestic nonfinancial investors have 
played only a small and shrinking role in meeting directly the needs that nonfi¬ 
nancial entities have brought to the financial markets. In large part because of the 
growing fraction of those needs that have come in the form of debt issued by 
private borrowers, nonfinancial investors have instead accumulated claims on 
intermediaries and have left to them the task of directly allocating the economy’s 
financial resources. 
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The Role of Specific Intermediaries 

The advance of intermediation in the postwar period has hardly been uniform. 
The specialization of American financial intermediaries has inevitably led to 
some playing more important roles than others, and some experiencing more 
rapid growth than others, as the needs and objectives of both borrowers and 
lenders have changed and as government interventions have (intentionally or 
otherwise) favored first one kind of institution and then another. 

Commercial Banks 

The commercial banking system has long stood at the center of economists’ 
interest in financial markets. Even today, despite nearly two decades of increas¬ 
ing emphasis on nonbank intermediaries in financial economics research, discus¬ 
sions ranging from textbook descriptions of the economy to professional 
evaluations of monetary policy often proceed as if commercial banks were the 
only intermediaries in the financial markets. This emphasis on the commercial 
banking system is understandable in part, in view of the special role that banks 
play in the monetary policy process by virtue of their relationship to the Federal 
Reserve System. In addition, in the past commercial banks were more dominant 
in financial market activity than they are today. Before World War II, banks’ 
assets and liabilities dwarfed those of other intermediaries, and before passage of 
the Glass-Steagall Act in 1933, commercial banks also dominated the American 
securities business. Until as recently as the early 1970s, commercial banks en¬ 
joyed a monopoly on the right to issue checkable deposits. 

Since World War II the American commercial banking system has approxi¬ 
mately held its own in relation to the scale of nonfinancial economic activity, but 
it has not participated in the economy’s overall postwar expansion of intermedia¬ 
tion. The approximate stability of the banking system’s relative size is apparent 
in Figure 34.2, and also in the data on commercial banks’ assets and liabilities 
presented in Table 34.4. The total size of the banking system in relation to gross 
national product has shown essentially no trend diving die postwar period. Put 
the other way around, as Figure 34.3 shows, there has been little postwar trend in 
die income velocity of the broad M2 money stock, which consists of most com¬ 
mercial bank deposit liabilities (plus the public’s currency holdings), or in the 
corresponding income velocity of bank credit, which consists of most commer¬ 
cial bank earning assets. This relative stability (actually a slow decline) in the 
postwar period stands in marked contrast to the prewar years when, over nearly a 
century, die size of die banking system continually grew in relation to the gross 
national product 

Within the stability of the overall totals, however, the postwar years have also 
seen substantial shifts in composition on both sides of die banking system’s 
balance sheet. Among bank assets, the most significant development of the post- 
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Figure 34.3 Income Velocities of Monetary and Credit Aggregates 



war period has been the recovery of bank loan portfolios and hence the general 
resumption of banks’ traditional role as “inside” intermediaries. In 1929 loans 
constituted 73 percent of bank credit. During the depression and then the war 
years, however, the falloff in private debt issuing meant that, for all practical 
purposes, there was little or no loan business to be had. By contrast, the federal 
government was then issuing debt in record volume, and banks participated in 
financing it By 1935 banks’ securities investments exceeded their loan portfo¬ 
lios, and in 1945 investments constituted 79 percent of bank credit. Commercial 
banks simply were no longer very commercial. The years since 1946 have 
largely consisted of a reversal of the 1930—45 pattern, with bank loans exceeding 
securities investments in 1957 for the first time in more than two decades and 
reaching 73 percent of total bank credit as of year-end 1978. 

In rebuilding their loan portfolios and deemphasizing their investments, banks 
have also both altered the mix of their lending business and changed the charac¬ 
ter of their securities holdings. Although banks remain a principal source of 
business credit, and commercial and industrial loans are still the largest single 
category of bank lending, they no longer dominate bank loan portfolios as they 
once did. Instead, mortgage credit and other consumer loans now comprise 
nearly one-third of the total. Especially during the second half of the postwar 
period, the widespread use of bank-issued credit cards has been a major factor in 
banks’ development of their consumer lending business. Moreover, among busi¬ 
ness loans per se, the larger banks have increasingly become a major factor in the 
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intermediate-term credit market through the use of explicitly longer maturity 
loans (in some cases up to ten years) and revolving credits of an implicitly 
ongoing nature. Total bank investments have grown slowly since World War II, 
but because of tax incentives banks have so concentrated their investments on 
state and local government issues that, for a few years in the early 1970s, they 
held more of these securities than of federal government debt. 

Among bank liabilities, the two most significant changes that have occurred 
during the postwar period have been the continual decline of demand balances 
and the increase in time and savings deposits, relative to either total bank liabili¬ 
ties or gross national product, and the “liability management revolution” that has 
greatly increased the larger banks’ reliance on “bought funds.” As Figure 34.3 
shows, the income velocity of the narrow Ml money stock, consisting of cur¬ 
rency plus demand deposits, has about tripled over the postwar years as a result 
of a combination of influences including economies of scale in the public’s 
holding of cash balances, the secular rise in nominal interest rates, and the 
increasingly widespread use of credit cards and charge accounts. This persistent 
trend in Ml velocity stands in sharp contrast to either the absence of any trend 
during 1910-30 or die steeply declining trend during 1930-45. Hence only the 
strong growth of time and savings deposits, including the new negotiable certifi¬ 
cates of deposit that first came into existence in 1961, has accounted for the 
much slower postwar increase in the income velocity of M2. Large banks’ grow¬ 
ing use of such liabilities as certificates of deposit, federal funds. Eurodollar 
borrowings, commercial paper issues, repurchase agreements, and so on—instru¬ 
ments that in some cases represent the development of new financial markets 
since World War II—has not only changed banks’ balance sheets but also facili¬ 
tated a major change in the feasible aggressiveness of bank lending practices. 
The enormous postwar expansion of bank loan portfolios, which banks have 
achieved in part through the competitive use of such devices as loan commit¬ 
ments and medium-term credits, would probably have been impossible if banks 
had simply continued to follow die classic practice of treating their deposits (and 
other liabilities) as determined by outside forces. 

Finally, it is useful to point out explicitly that because of changes in commer¬ 
cial bank organization, especially during the 1960s, the representation of banks 
as having merely held their own during the postwar increase in the American 
economy’s degree of financial intermediation relative to economic activity risks 
understating by a wide margin the growing overall presence of commercial 
banks in the financial system. After falling by more than one-half between 1920 
and 1935, the number of American commercial banks has remained roughly 
steady at about 14,000. The number of bank branches, however, has risen from 
some 4,000 to more than 32,000 during the postwar years, with most of this 
growth occurring since 1960. Moreover, especially since the 1970 Amendments 
to die Bank Holding Company Act, banks have increasingly gone into activities 
other than their traditional loan and deposit business. Although their direct par- 




GROWTH AND CHANGE IN INTERMEDIATION 547 


ticipation in financial intermediation has not kept pace with the rising postwar 
trend, commercial banks have increasingly enhanced their importance as more 
nearly full-service financial institutions. 

Nonbank Deposit Institutions 

As is clear from Figure 34.2, one group of intermediaries that has accounted for 
much of the postwar increase in American financial intermediation has been 
nonbank deposit institutions, including savings and loan associations, mutual 
savings banks, and credit unions. The public's strong demand for consumer-type 
time and savings deposits has kept these institutions growing rapidly, not just 
absolutely but also in relation to economic activity, during most of the postwar 
period. In fact, as Figure 34.3 shows, their growth has even been great enough to 
offset the relative decline of the commercial banking system, so that the income 
velocity of the M3 money stock, consisting of M2 plus nonbank deposits, has 
shown a modest downward trend since the beginning of the data series in 
1959. Moreover, when extrapolated backward, this trend appears to have been a 
continuation of the downward trend associated with M2 during the prewar era, 
when nonbank deposit institutions were not of major importance. 

Table 34.5 presents data for the individual deposit (or share) volume and 
combined asset holdings of the three major groups of nonbank deposit institu¬ 
tions, first in relation to gross national product and then as a share of the total 
assets of the three groups of institutions together. The vast postwar expansion of 
the savings and loan industry stands out clearly here. Between the early postwar 
years and the 1970s, outstanding savings and loan shares more than quadrupled 
as a percentage of the gross national product. By 1978 the amount of these shares 
equaled more than twice the amount of mutual savings bank deposits and credit 
union shares combined, and also equaled about five-sixths of the amount of 
consumer-type time and savings deposits held at commercial b anks . In compari¬ 
son with mutual savings banks, the primary factor underlying the more rapid 
growth of savings and loan associations has probably been mere geography; 
mutual savings banks are overwhelmingly concentrated in a few states, espe¬ 
cially New York and Massachusetts, which have experienced slower than aver¬ 
age economic growth during die postwar period. In comparison with commercial 
banks, the primary factor has probably been the effect of government regulation, 
in that savings and loan associations did not face deposit interest rate ceilings 
until 1965 and have enjoyed a 0.25 percent differential over commercial banks 
since then. The growth of credit unions has been even faster than that of savings 
and loan associations, but credit unions constitute another example of rapid 
growth from a small base, and they remain by far die smallest of the three groups 
of institutions. Mutual savings banks are alone among die three groups in having 
failed to do more than grow in pace with economic activity. Although mutual 
savings banks were twice as large as savings and loan associations at the end of 
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Table 34.5 


Assets and Liabilities of United States Nonbank Deposit Institutions 


Years 

Combined Financial Assets 

Liabilities by Sector 

Mutual 

Savings Savings Credit 

and Loan Banks Union 

Shares Deposits Shares 

Total 

Mortgages 

Consumer 

Credit 




Percentage of GNP 



1946-50 

13.4 

6.3 

0.3 

4.7 

7.2 

0.2 

1951-55 

15.3 

9.7 

0.5 

6.9 

6.6 

0.5 

1956-60 

21.0 

15.0 

1.0 

11.1 

7.1 

0.8 

1961-65 

26.9 

20.5 

1.3 

16.0 

7.3 

1.2 

1966-70 

27.0 

20.9 

1.6 

16.2 

7.2 

1.4 

1971-75 

30.2 

22.3 

2.1 

18.8 

7.2 

1.8 

1976-78 

33.1 

23.6 

2.6 

21.7 

6.7 

2.3 



Percentage of Total Combined Financial Assets 


1946-50 

100.0 

47.4 

2.2 

32.3 

53.5 

1.8 

1951-55 

100.0 

63.4 

3.3 

41.2 

43.0 

3.0 

1956-60 

100.0 

71.4 

4.4 

50.0 

33.9 

4.0 

1961-65 

100.0 

76.4 

5.0 

54.7 

27.1 

4.4 

1966-70 

100.0 

77.3 

6.0 

54.5 

26.6 

5.2 

1971-75 

100.0 

73.9 

7.0 

56.0 

23.5 

6.2 

1976-78 

100.0 

71.4 

8.0 

58.4 

20.2 

7.0 


Source: Board of Governors of the Federal Reserve System. 

Notes: Data are averages of year-end amounts, as percentages of annual gross 
national product and as percentages of annual total assets. Detail may not add to 
totals because of rounding. 


World War n, savings and loans were equal in size in 1954 and more than three 
times as large by 1978. 

Because all of these nonbank deposit institutions operate under legal and 
regulatory constraints governing the disposition of their asset portfolios, their 
aggregate contribution to meeting the financial needs of nonfinancial participants 
in the economy has followed a fairly predictable pattern. Savings and loan asso¬ 
ciations and mutual savings banks typically invest some 80 percent and 70 
percent, respectively, of their assets in mortgages, so that these two groups 
together have become the nation’s leading providers of mortgage lending. As of 
year-end 1978, savings and loans and mutual savings banks together held 45 
percent of all outstanding mortgages (in comparison to 18 percent for commer¬ 
cial banks, the next largest class of holders). These institutions are especially 
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predominant in the market for single-family home mortgages, accounting for 55 
percent of year-end 1978 loans outstanding. Credit unions, by contrast, have 
traditionally invested most of their assets in consumer installment loans, and by 
1978 they accounted for 14 percent of die outstanding consumer credit 

As the discussion below emphasizes, the history of American nonbank de¬ 
posit institutions in the postwar period has been in large part a story of evolving 
financial regulation, including restrictions on these intermediaries’ liability issu¬ 
ing as well as their asset holding. In this context, what may well turn out to be 
two of the most important changes affecting nonbank financial institutions 
within die postwar era are only just in progress at the time of writing. The first is 
the sudden acceleration of the erosion of the deposit interest rate ceilings these 
institutions have faced since the mid-1960s, following the introduction in mid- 
1978 of “money market certificates” bearing yields set in relation to those on 
Treasury bills. Just by late 1979—that is, after fewer than eighteen months— 
these new deposit certificates accounted for more than one-fourth of all deposits 
at savings and loan institutions and almost one-fourth those at mutual savings 
banks. The second change is the expansion of authority to issue interest-bearing 
checkable deposits, which nonbank deposit institutions and commercial banks in 
the New England states received in several steps during 1972—76, and the exten¬ 
sion of which to the rest of the country is to be decided by Congress in 
1980. Both checking account authority and die freedom from deposit interest 
rate ceilings are likely to increase greatiy the demand for claims on nonbank 
deposit intermediaries, although the impact of die latter on these institutions’ 
cash flows (and even solvency in some cases) makes it a mixed blessing in the 
short run. 

Nondeposit Intermediaries 

Finally, as is also apparent from Figure 34.2, a significant part of the postwar 
increase in die American economy’s degree of financial intermediation has 
stemmed from neither commercial banks nor nonbank deposit institutions but 
instead from intermediaries that issue only nondeposit c laims . There are many 
forms of such intermediaries operating in the American markets, but die most 
familiar and important among diem include life and casualty insurance compa¬ 
nies, private and public sector pension funds, independent consumer finance 
companies, die “captive” finance companies of nonfmancial businesses, equity 
and money market mutual funds, real estate investment trusts, and security bro¬ 
kers and dealers. 

Table 34.6 presents data analogous to that shown above for the nonbank 
deposit institutions for three specific categories of nondeposit intermediaries: life 
insurance companies, private pension funds, and state and local government 
pension funds. The reason for focusing in particular on these three groups is not 
only that they are the largest of the nondeposit intermediaries but also that their 
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Table 34.6 

Assets of United States Life Insurance Companies and Pension Funds 


Financial Assets by Sector 


Years 


Combined Financial Assets 


Corporate Mort- 
Total Equities Bonds gages 


State and 

Life Local 

Insurance Private Government 
Companies Pension Pension 


Percentage of GNP 


1946-50 

24.6 

0.8 

8.2 

4.3 

21.2 

1.9 

1.4 

1951-55 

26.3 

1.6 

10.8 

6.5 

20.8 

3.3 

2.2 

1956-60 

31.8 

3.4 

13.2 

8.3 

22.3 

6.2 

3.3 

1961-65 

36.0 

6.1 

14.3 

9.1 

22.3 

9.2 

4.5 

1966-70 

36.8 

8.3 

14.0 

9.0 

20.6 

10.8 

5.4 

1971-75 

35.1 

10.2 

12.9 

6.7 

18.4 

10.4 

6.4 

1976-78 

33.3 

8.7 

12.9 

5.5 

17.3 

9.2 

6.8 


Percentage of Total Combined Financial Assets 


1946-50 

100.0 

3.3 

33.4 

17.4 

86.4 

7.7 

5.9 

1951-55 

100.0 

6.0 

41.1 

24.9 

79.1 

12.6 

8.3 

1956-60 

100.0 

10.6 

41.4 

26.1 

70.0 

19.4 

10.5 

1961-65 

100.0 

17.0 

39.7 

25.3 

62.0 

25.6 

12.4 

1966-70 

100.0 

22.6 

38.1 

24.3 

55.9 

29.3 

14.8 

1971-75 

100.0 

29.0 

36.7 

19.6 

52.4 

29.5 

18.1 

1976-78 

100.0 

26.2 

38.7 

16.5 

51.9 

27.7 

20.4 


Source: Board of Governors of the Federal Reserve System. 

Notes: Data are averages of year-end amounts, as percentages of annual gross 
national product and as percentages of annual total assets. Detail may not add to 
totals because of rounding. 

respective postwar experiences reflect some interesting contrasts. Because 
the low interest rates implicitly paid on the savings component of ordinary 
life insurance has increasingly favored the use of group and other term insur¬ 
ance policies, life insurance companies’ total assets held and liabilities out¬ 
standing grew little relative to the gross national product during the first half 
of the postwar period, and since then they have been declining in relative 
terms. Moreover, the relative decline in these companies’ life insurance busi¬ 
ness has been even more pronounced, in that their growth in recent years has 
consisted disproportionately of pension monies which they manage for other 
businesses. As of year-end 1978, pension reserves constituted nearly one- 
third of life insurance companies’ total liabilities, up from less than one-tenth 
in the early postwar years. 

By contrast, both private and public sector pensions have experienced extraor¬ 
dinarily rapid growth throughout these years. Tax incentives at both the individ¬ 
ual and corporate levels, business personnel policies aimed at reducing worker 
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turnover, features of the collective bargaining process, and other corporate finan¬ 
cial objectives have all combined to favor die mushrooming of private pension 
liabilities since World War D. During most of this period, however, businesses 
had (and many used) broad latitude to incur pension liabilities without funding 
diem. The 1974 Retirement Income Security Act has subsequently specified 
minimum standards for the vesting of workers’ rights to accumulated pension 
benefits and for employers’ funding of vested pension liabilities. Even so, busi¬ 
nesses still have flexibility in choosing the actuarial assumptions underlying die 
calculation of future benefits, the minimum required amortization of unfunded 
vested benefits is very low, and nonvested benefits require no funding at all. 
Consequently, many businesses continue to carry substantial amounts of un¬ 
funded liabilities, so that private pension funds’ total assets as shown in Table 
34.6 substantially understate their liabilities. This understatement has been espe¬ 
cially great during the 1970s, when many private pension funds’ asset portfolios, 
of which in the aggregate about two-thirds is invested in equities, have suffered 
an erosion in market value. 

State and local government pensions, including both teachers’ and other 
employees’ funds, have experienced similar postwar growth. Public sector work¬ 
ers have the same tax incentive to use the pension mechanism to spread income 
beyond retirement as do private sector workers. Although public sector employ¬ 
ers do not have the same tax incentives as do private businesses, in many cases 
the political process has probably favored the use of pension compensation over 
current compensation, especially when there is no pressure to raise tax or other 
revenues immediately to fund the accumulating pension liabilities. In fact, public 
sector pension funds have been and remain substantially underfunded, so that the 
asset data shown in Table 34.6 greatly understate their liabilities also. The con¬ 
tinued growth of public sector pensions’ assets during die 1970s, in contrast to 
private pensions, reflects merely the smaller share of assets invested in equities 
(about one-third in the aggregate) rather than any difference in funding practices. 

The asset mix of these insurance and pension intermediaries—and hence their 
role in financing economic activity—has also undergone important changes 
since World War II. Regulatory changes in the 1960s allowed many life insur¬ 
ance companies to increase the equity portion of their portfolios, and since the 
mid-1960s life insurers have largely withdrawn from direct home mortgage lend¬ 
ing. State and local government pension funds and especially private pension 
funds have even more dramatically increased the equity share of their invest¬ 
ments. Consequently, these nondeposit intermediaries have increasingly become 
a major source of both debt and equity funds for corporate businesses. As a result 
of these portfolio changes, together with the rapid growth of pensions and the 
relative stagnation of the commercial banking system, insurance companies and 
pension funds combined have come to dominate banks as holders of claims on 
the American corporate business sector—despite banks’ postwar emphasis on 
loans over investments in government securities. In the early postwar years these 
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intermediaries held only slightly more cl aims on the corporate sector than did 
commercial banks, but by the 1970s they held more than twice as much. 

It is also important to distinguish the claims on business held by banks, which 
are overwhelmingly in the form of short- to medium-term loans, from the corre¬ 
sponding claims held by insurance companies and pension funds, which consist 
mostly of long-term debt and equity securities. These nondeposit intermediaries 
have traditionally held some three-fourths of all outstanding corporate bonds, 
and in recent years they have also come to hold nearly one-sixth of all corporate 
equity. The flow data in later tables give a further idea of these investors’ 
importance in providing long-term debt and equity capital to American business 
corporations. In addition to accounting for much or all of the corporate sector’s 
net long-term bond financing throughout the postwar period, since 1960 they 
have also accounted for more than all of its equity financing, absorbing also the 
equity holdings liquidated by the household sector. In sum, businesses’ equity 
and bond financing has become increasingly dominated by these investors. 
Given their high rates of portfolio turnover, especially in comparison with indi¬ 
viduals, equity and bond trading has become even more dominated by them. 

[Note: The following concluding paragraphs place the above analysis of interme¬ 
diation into the context of the essay as a whole.—Ed.] 

This essay has documented three major developments that have dominated 
the American financial markets since World War n. 

First, die nonfmancial economy has increasingly relied on private debt financ¬ 
ing. At the war’s end there was much government debt but little private debt 
outstanding. Since then both nonfmancial businesses and individuals have 
greatly increased their indebtedness, while the federal government has sharply 
reduced its indebtedness, in comparison to the economy’s nonfmancial activity. 
The sustained rise in private indebtedness has represented in part a return to 
prewar practices after die aberration of the depression and war years and in part 
the establishment of new norms for indebtedness in relation to incomes. Percep¬ 
tions of enhanced economic prosperity and stability, greater tax incentives to 
debt finance under conditions of accelerating price inflation and rising nominal 
interest rates, increased holdings of physical assets, and the relative decline in 
government-issued debt per se have probably played some part in accounting for 
the large relative increase in the nonfrnancial economy’s private debt 

Second, the economy has increasingly relied on financ ial intermediaries to 
hold die claims issued by nonfmancial borrowers. Individuals as well as other 
nonfrnancial investors have allocated a growing share of their portfolios to 
claims on financial intermediaries, rather than direct c laims on nonfrnancial bor¬ 
rowers. Even in die holding of corporate equities, the one area traditionally 
dominated by individual ownership, intermediaries have begun to play a more 
substantial role. Nonbank deposit intermediaries, including especially savings 
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and loan associations, and private and public sector pension funds have figured 
prominently in the continuing overall postwar rise in financial intermediation. 
This increasing degree of financial intermediation has facilitated the increased 
debt financing of private nonfinancial borrowers and, together with a series of 
financial innovations, has also helped to break down barriers and frictions inter¬ 
fering with efficient allocation of the economy’s financial resources. 

Third, in contrast to its declining role as a direct borrower, the federal govern¬ 
ment has in other ways become more of an influence in the financial markets. 
The government has increasingly served as an insurer and guarantor of, and an 
intermediary for, private claims. Federal deposit insurance, instituted shortly 
before the war, importantly changed the character of private intermediation, and 
other forms of government credit guarantees have proliferated subsequently. 
Federally sponsored credit agencies, and more recently mortgage pools, have 
supplemented private intermediation. Government regulation of the financial 
markets has also increased in both scope and effect, and market participants have 
come to attach ever more importance to monetary policy actions as well. 

Finally, it is important to re-emphasize that these three postwar develop¬ 
ments—tile rise of tiie private debt economy, the increasing degree of financial 
intermediation, and the growing role of the federal government—are not indepen¬ 
dent phenomena. These three ongoing processes constitute different but closely 
related facets of the same overall pattern of American financial evolution. 
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Benjamin M. Friedman 

Structure Change in a Policy Model 

( 1989 ) 


The object of this paper is to assess some of the major changes that have taken 
place in recent years in the ability of monetary policy to influence real economic 
activity, in part or as a whole: To what extent is housing now insulated from 
movements of short-term interest rates? How correct is the conventional wisdom 
that fundamental economic forces such as real interest rate effects on investment 
and wealth effects on consumption, rather than credit rationing and other forms 
of sand in the economy’s gears (to use James Tobin’s phrase), now constitute the 
heart of the monetary policy process? Apart from the relative growth of imports 
and exports per se, have exchange rates really become more important in how 
monetary policy works? 

Clearly no one paper can provide satisfactory answers to questions like these, 
but the several forms of empirical evidence summarized here are suggestive in 
potentially interesting ways. The first section indicates the broad dimensions of 
the three major economic developments of recent years mentioned above— 
changes in the financing of residential construction, changes in U.S. international 
economic relations, and changes in patterns of business indebtedness. The sec¬ 
ond section shows that these (and presumably other) changes in the economy’s 
structure have resulted in major changes in the kind of simple aggregate-level 
reduced-form relationships that, in the past, have often provided the basis for 
quantitative discussion of monetary policy. The third section reports the results 
of a more sharply focused examination of some of die potentially important 
changes that have taken place based on more carefully constructed equations 
describing the behavior of home building, business investment, consumer spend- 

Excerpted, with permission, from Benjamin M. Friedman, “Changing Effects of Mone¬ 
tary Policy on Real Economic Activity,” in Monetary Policy Issues in the 1990s, a sympo¬ 
sium sponsored by the Federal Reserve Bank of Kansas City (1989), 57-58, 60-71, and 
excerpts from 75-98. References and footnotes to them have been omitted. 
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ing, and foreign trade. The final section briefly summarizes the paper’s major 
conclusions. 

Some Recent Developments in the U.S. Economy 

Changes in the Financing of Residential Construction 

A quarter century ago—specifically in 1964, to pick a typical nonrecession 
year—the average home buyer in the United States put 28 percent of the pur¬ 
chase price down and borrowed the remaining 72 percent 1 Of the $17 billion 
lent that year in the form of one-to-four family home mortgages (net of repay¬ 
ments), savings and loan associations accounted for $8.1 billion, mutual savings 
banks for $3 billion, and commercial banks for $2.3 billion. Hence these three 
kinds of consumer deposit-oriented intermediaries accounted for nearly 80 per¬ 
cent of the final absorption of all home mortgage lending. Furthermore, in 1964, 
the share of these institutions’ liabilities that consisted of ordinary deposits and 
deposit-type instruments was 93 percent at savings and loan associations, 98 
percent at mutual savings banks, and 95 percent at commercial banks. 2 Federal 
legislation had precluded interest payments on demand deposits altogether since 
the 1930s, and had also imposed interest ceilings on commercial banks’ time and 
saving deposits under the Federal Reserve System’s Regulation Q. The Interest 
Rate Control Act of 1966 imposed analogous ceilings (administered by the Fed¬ 
eral Home Loan Bank Board, in consultation with the Federal Reserve Board) on 
similar instruments issued by thrift institutions. 

As a result, while the market for home mortgages depended heavily on financial 
intermediaries whose ability to lend depended in turn on their ability to attract 
deposits, by 1966 the Federal Reserve had available a ready device with which to 
affect these institutions’ deposit flows—the relationship between short-term market 
interest rates and Regulation Q ceilings. For example, in 1969 the prevailing ceilings 
at thrift institutions were 5 percent a year on passbook saving accounts and 5.25 
percent on saving certificates. When Treasury bill rates rose to an average 6.68 
percent a year for 1969 (from 4.32 percent on average in 1967, and 5.34 percent on 
average in 1968), thrift institutions’ total deposit inflow fell to less than half the 1967 
level, and the pace of home building slowed as well. Similarly, in 1974 market 
interest rates averaged 7.89 percent a year for Treasury bills and 10.81 percent for 
commercial paper, compared to ceiling rates of 5.25 percent for passbook accounts 
and 6.5 percent for certificates. Thrift institutions’ 1974 deposit inflows were less 
than half the 1972 level, and again home building slowed sharply. 

In 1986—to pick a recent nonrecession year—the average home buyer in the 
United States put down 26 percent of the purchase price and financed the re¬ 
maining 74 percent, a slightly greater loan-to-value ratio than in 1964. But of 
$219 billion in net lending that year for one-to-four family home mortgages, 
commercial banks accounted for $20 billion, credit unions for $7 billion, mutual 
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savings banks for $6 billion, and savings and loans for just $500 million —in 
sum, just 15 percent of the total. Secondary mortgage pools sponsored by die 
Federal National Mortgage Association (FNMA), the Government National 
Mortgage Association (GNMA), the Federal Home Loan Mortgage Corporation 
(FHLMC), and the Fanners’ Home Administration (FHA) absorbed (net of re¬ 
payments) $168 billion of home mortgages in 1986, or nearly 77 percent of the 
entire market volume. Thrift institutions and commercial banks continued to 
originate new mortgage loans, but in aggregate they sold almost as many loans to 
these pools as they retained in their own portfolios. While 1986 was a somewhat 
extreme year in this regard, mortgage pools accounted for fully 52 percent of all 
net lending for home mortgages during 1980-88, compared to 12 percent for 
banks and 21 percent for the three kinds of thrift institutions combined. 

Just within this two-decade period, therefore, the development and rapid 
growth of the secondary mortgage market shifted the majority of net mortgage 
lending in the United States away from deposit-based intermediaries to special¬ 
ized pools that package mortgages and sell bond-type obligations against them in 
the open market. FNMA had begun its lending operations in 1955, but as the 
comparison to a quarter century ago illustrates, die enormous growth of the 
secondary mortgage market is more recent 3 Congress separated GNMA from 
FNMA in 1968 and founded FHLMC in 1971, and private issuers of collateral¬ 
ized mortgage obligations (CMOs) did not begin activity until 1982. By the late 
1980s this secondary market had effectively severed the traditional link between 
the volume of net mortgage lending done and the net addition of mortgages to 
the balance sheets of deposit-based intermediaries. 

Moreover, by the late 1980s die Regulation Q ceilings that had earlier enabled 
the Federal Reserve to interrupt these intermediaries’ deposit flows and hence to 
curtail die net volume of new assets they could book, had disappeared anyway, 
although the Federal Reserve began the elimination of these ceilings on its own 
in June 1970, by suspending die ceiling on interest paid on most large bank 
certificates of deposit. Congress mandated die widespread e liminat ion of interest 
ceilings in the Depository Institutions Deregulation and Monetary Control Act of 
1980. This legislation phased out the ceilings by successive steps beginning in 
1981 and ending in 1985. The old Regulation Q is therefore gone, and (apart 
from the continuing legislative prohibition of explicit interest on corporate de¬ 
mand deposits) nothing has taken its place. 

The development of the secondary mortgage market and the elimination of 
Regulation Q certainly do not render residential construction activity immu ne to 
the effects of monetary policy. But they do mean that die kind of directly visible 
impact that used to ensue when short-term market interest rates rose above die 
prevailing deposit ceilings, as in 1969 or 1974, will not recur. In the aftermath of 
these changes, die effect of monetary policy on home building no doubt depends, 
to a much greater extent than in the past, on fluctuations in both real and nominal 
mortgage interest rates. 
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Fluctuations in the relevant real interest rate presumably influence home buy¬ 
ing and home building decisions in the familiar way that is standard in most 
theories of investment-type spending. Fluctuations in nominal mortgage rates per 
se can also have important effects, since for any given size of loan it is die 
n ominal rate that determines the size of the monthly payment, which in turn 
affects the willingness of liquidity-constrained home buyers (i.e., almost all 
home buyers) to take on the commitment, as well as their ability to qualify in the 
eyes of potential lenders. In addition, with a large part of mortgage lending now 
done on an adjustable rate basis—between one-third and two-thirds of the total 
in a typical year—the influence of movements in both real and nominal interest 
rates may be either greater or smaller than when all mortgages bore fixed interest 
rates. In short, monetary policy presumably can still affect home building, but in 
different ways than in the past. 

Changes in the Openness of the Economy 

The Federal Reserve System has traditionally given a prominent place to interna¬ 
tional economic and financial considerations in its public accounts of die motiva¬ 
tion underlying the conduct of U.S. monetary policy. Pressures on the dollar 
value of foreign currencies under the Bretton Woods system, fluctuations in 
currency values during die subsequent period of floating exchange rates, and die 
balance of international trade have all been standard items of concern in this 
context. Even so, there has always been suspicion that these expressions of 
concern were merely that—in other words, a belief that while the Federal Re¬ 
serve paid ample lip service to international considerations, in fact it took little 
account of them in actual monetary policy decisions. 

A quarter century ago—again, 1964 to be precise—exports of goods and 
services constituted 6.5 percent of total real output in the United States, while 
imports equaled 6.2 percent. By 1988, exports and imports had risen to 12.6 
percent and 15.1 percent of total real output, respectively. With the foreign sector 
approximately twice as large as before relative to the size of the economy, the 
opportunity for monetary policy to affect aggregate economic activity by dis¬ 
couraging exports and encouraging imports, or vice versa, had clearly increased. 
(By comparison, residential construction and business fixed investment, the two 
spending components traditionally emphasized in this context, respectively ac¬ 
counted for 5.8 percent and 8.9 percent of total real output in 1964, and 4.8 
percent and 12.2 percent in 1988.) 

In addition to the fact that exports and imports have grown secularly relative 
to overall economic activity—and perhaps more important, from a monetary 
policy perspective—the gap between the two has become both larger and more 
volatile in recent years. From 1950 through 1970, die U.S. merchandise trade 
balance fluctuated in a fairly narrow range, with maximum $6.8 billion (1 per¬ 
cent of total nominal income) in 1960 and minimum $600 million (less than 0.1 
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percent of nominal income) in 1969. Trade deficits first began to appear in the 
early 1970s, especially after the OPEC cartel quadrupled crude petroleum prices 
in 1973, although even as late as 1976 the largest recorded deficit was still only 
$9.5 billion, or 0.5 percent of nominal income. During 1977-82 die trade deficit 
stabilized at $25 billion to $35 billion a year, or roughly 1 percent of no minal 
income, despite another doubling of oil prices in 1979. But undo* die combina¬ 
tion of extraordinarily expansionary fiscal policy and anti-inflationary monetary 
policy that prevailed thereafter, die trade deficit rose dramatically to $169 bil¬ 
lion, or 3.5 percent of nominal income, in 1987. Wholly apart from the im¬ 
plications for aggregate economic activity of a swing of this magnitude in die 
economy’s foreign sector, die collapse of U.S. competitiveness that this implo¬ 
sion of die trade balance reflected rapidly became a national problem serious 
enough to figure importantly in macroeconomic policymaking. 

Part of the reason why the U.S. trade balance became so unstable, of course— 
and, correspondingly, part of the reason for supposing that monetary policy 
either could or should do something about it—was the change from fixed to 
flexible exchange rates. In 1964 the Bretton Woods system was still firmly in 
place. The United States fixed the price of gold, at $35 an ounce, but otherwise 
played no explicit role in setting currency values. Other countries mostly fixed 
the price of their own currencies in terms of the dollar, with relatively infrequent 
changes. This system weakened in 1968, with die increase in the official gold 
price to $42.50 an ounce and effective restrictions on U.S. willingness to sell 
gold even at that price, but it remained in place until the United States unilater¬ 
ally terminated it in 1971. Since then, exchange rates have fluctuated with more 
or less freedom, according to a shifting balance of market forces and official 
intervention that is sometimes coordinated and sometimes not. 

The dollar has, in fact, fluctuated substantially since 1971. The dollar’s maxi¬ 
mum trade-weighted average value against ten major foreign currencies (in Feb¬ 
ruary 1985) was almost twice its minimum value during this period (in July 
1980). At times, major changes have occurred quite rapidly. For example, after 
the February 1985 peak, the dollar fell 44 percent by December 1987. More¬ 
over, theories of purchasing power parity notwithstanding, these have mostly 
been real changes, not merely the reflection of different countries’ differing rates 
of price inflation. Given the familiar dependence of imports and exports on real 
exchange rates, together with the dollar’s evident relationship to interest rates— 
or at least to the differential between interest rates on dollar assets and on assets 
denominated in other currencies—the combination of a larger foreign sector in 
the U.S. economy and flexible exchange rates has clearly opened new avenues 
for monetary policy to affect economic activity. At the same time, given the far 
greater volatility of exchange rates, participants in international trade may be less 
likely than in the past to view exchange rate changes as permanent, rather than as 
mere transitory blips, and therefore may be less likely to change their business 
relationships in response to whatever exchange rate fluctuations do occur. 
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The increasing openness of the U.S. economy has created complications as 
well as opportunities for monetary policy in areas other than just the sensitivity 
of trade flows to exchange rates. One direct result of the United States’ chronic 
inability to meet foreign competition in goods markets both at home and abroad 
in die 1980s is a greatly enhanced role of foreign capital and foreign lenders in 
U.S. financial markets. The enormous U.S. trade deficit since 1982 has necessar¬ 
ily brought huge U.S. capital imports. As a result, die United States’ net interna¬ 
tional investment position peaked at $141 billion in 1981, and it has declined at 
an accelerating rate since then. By 1985 the United States had entirely dissipated 
die positive net international investment position built up since 1914, when the 
country first became a net creditor. By year-end 1988, die U.S. net international 
investment position was minus $533 billion. 

Because U.S. investors have continued to acquire modest amounts of for¬ 
eign assets throughout this period, the growth in foreign ownership of finan¬ 
cial assets issued and traded in U.S. markets is even greater than the erosion 
of the net international investment position suggests. For example, as of year- 
end 1980, private foreign investors held $19 billion in U.S. government secu¬ 
rities, or only 1.9 percent of the total amount outstanding. By year-end 1988, 
private foreign holdings had risen to $121 billion, or 3.7 percent of the 
amount outstanding. Including central banks and other official institutions, 
foreign holdings of U.S. government securities rose from $139 billion in 
1980 to $384 billion in 1988. Nor is the government securities market die 
only one to be so affected. Foreign holdings of corporate bonds issued in the 
United States, for example, rose from $22 billion, or 4.4 percent of the total 
amount outstanding, in 1980 to $180 billion, or 13.5 percent of the market, in 
1988. And because foreign holdings in these markets are dominated by large 
institutional investors to an even greater extent than is the case among U.S. 
holdings, the percentages of trading volumes accounted for by foreign orders 
are typically even greater. 

These large increases in foreign participation in U.S. financial markets com¬ 
plicate monetary policymaking in several ways. Merely changing the composi¬ 
tion of asset holdings, away from one group of investors toward another, changes 
the market average portfolio behavior when the two groups of investors exhibit 
different asset preferences—as foreign investors and U.S. investors on average 
clearly do. More worrisome, in conjunction with flexible exchange rates, the 
increase in foreign participation raises the possibility that familiar cause-and- 
effect relationships may no longer obtain. For example, throughout the post- 
World War II period, a typical (though not invariable) market reaction to an 
increase in short-term interest rates has been an increase in long-term interest 
rates. But if higher U.S. short-term interest rates make dollar assets as a whole 
more attractive relative to assets denominated in other currencies, and if participants 
in the foreign exchange market also account for a large share of the trading in the 
dollar bond market, the effect of the stronger dollar may overwhelm the effect of 
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higher short-term rates, so that bond yields decline rather than rise. Analogous 
examples, involving markets for other assets, are plentiful. 

These new complications for monetary policy are hardly die most worrisome 
aspect of the remarkable transformation of the United States from the world’s 
leading creditor to its largest borrower. From a broader perspective, the increas¬ 
ing dependence on countries whose central banks prop up the dollar and support 
auctions of U.S. Treasury bonds; the wholesale acquisition of the nation’s pro¬ 
ductive assets and real property by foreign investors; and die inevitable erosion 
of U.S. influence in world financial, commercial, and other affairs are the issues 
that genuinely matter. But monetary policy is important as well, and to the extent 
that these changes have made the conduct of a successful monetary policy more 
difficult, that, too, is a proper object of concern. 

Changes in Business Indebtedness 

A quarter century ago—that is, at year-end 1964—U.S. corporations in nonfi- 
nancial lines of business owed $201 billion in debt borrowed from the credit 
markets, an amount equal to 30.4 percent of total U.S. nominal income at the 
time. By year-end 1988, nonfinancial business corporations owed $1.9 tril¬ 
lion in credit market debt, equivalent to 37.5 percent of nominal income. 
Substantially all of this increase has taken place in the 1980s, as a conse¬ 
quence of the extraordinary wave of mergers, acquisitions, leveraged buyouts 
and stock repurchases that has seized corporate America during this period. 
During 1984-88 alone, the amount of their equity that U.S. nonfinancial 
business corporations paid down through such transactions exceeded the 
amount of new equity that they issued by $444 billion. 

Corporate businesses are hardly alone in having borrowed in record volume 
recently. Since 1980 all major sectors of the U.S. economy except farms have 
increased their outstanding indebtedness at a pace significantly faster than the 
economy’s overall growth. The huge budget deficits that became the hallmark 
of U.S. fiscal policy under die Reagan administration led to die first sustained 
peacetime increase in the federal government’s debt, compared to gross na¬ 
tional product, since die founding of die republic. State and local governments 
have also increased their combined indebtedness relative to gross national prod¬ 
uct, although their borrowing has clearly slowed since 1985 (presumably be¬ 
cause of new tax legislation). Households—mostly individuals, but also 
including personal trusts and nonprofit organizations—have likewise borrowed 
record amounts. 

The resulting across-the-board rise of debt relative to income has marked a 
sharp departure from prior patterns of U.S. financial behavior. From the end of 
World War H until the 1980s, the outstanding debt of all U.S. obligors other than 
financial intermediaries fluctuated relative to total nominal income within a nar¬ 
row range, with no evident trend either up or down. The overall debt-to-income 
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ratio was especially stable from the end of die Korean War until die 1980s, 
averaging $136 of debt for every $100 of total income during 1953-80. At year- 
end 1980, die total debt outstanding amounted to $137 for every $100 of total 
income. By year-end 1988, however, the corresponding level was $181, greater 
than any prior U.S. debt level recorded in this century except for 1932—35 (when 
many recorded debts had defaulted de facto anyway). 

Private-sector borrowers, including both individuals and businesses, have ac¬ 
counted for two-thirds of this increase. Not surprisingly, this phenomenon has 
generated widespread concern. In particular, discussion at a variety of levels has 
questioned whether a cascade of defaults by private-sector borrowers, initially 
touched off by some external shock—a collapse of oil prices, for example, or a 
sharp rise in interest rates needed to defend the dollar—might threaten the 
nation’s financial system, or perhaps even the nonfinancial economy. Such con¬ 
cerns are clearly relevant for monetary policy. 

While both households and businesses have borrowed in record volume dur¬ 
ing the 1980s, households have also built up record asset levels, including not 
just equities and other assets exhibiting high price volatility, but also liquid 
assets and other stable-price debt instruments. As a result, aggregate-level house¬ 
hold net worth has shown no significant deterioration compared to national 
income since 1980 (and that remains true after the October 1987 stock market 
crash). By contrast, during the 1980s U.S. nonfinancial businesses have increas¬ 
ingly borrowed not to invest, in either tangible or financial assets, but simply to 
pay down their own or other businesses’ equity. As a result, die aggregate net 
worth of both the corporate sector and the noncorporate business sector has 
declined substantially compared to national income. 

As would be expected under such circumstances, interest coverage has deteri¬ 
orated along with balance sheets. Since 1980 it has consistently taken more than 
50 cents of every dollar of pretax earnings, and more than 30 cents of every 
dollar of pretax cash flow, just to pay corporations’ interest bills—far more than 
in earlier periods. More troubling still, the corporate sector’s problem in this 
regard has not gotten better as the economic expansion has advanced. Continuing 
large-scale borrowing has about offset the effect of continuing economic expan¬ 
sion in boosting earnings, as well as the effect of declining interest rates, so that 
corporations’ interest coverage has remained poor throughout the decade to date. 
It is not surprising, therefore, that the current business expansion has been the 
only one since World War n (the only one ever?) to be accompanied by a rising, 
rather than falling, rate of business bankruptcies and debt defaults. 

There is no lack of ready explanations for businesses’ eagerness to take on 
debt. The U.S. tax code favors reliance on debt, by allowing borrowers to deduct 
interest payments but not dividends from taxable income while nonetheless treat¬ 
ing interest and dividends alike in the taxation of income earned by recipients. 
This discrimination is all the greater in that borrowers can deduct the full (nomi¬ 
nal) interest they pay, including not just that part corresponding to the “real” 
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interest rate but also the part that compensates die lender for foe erosion of 
principal value due to inflation. Legal and regulatory restrictions on ownership of 
equities by many kinds of financial intermediaries create an additional incentive 
to fashion instruments (such as “junk” bonds) that have risk and return properties 
similar to equities but nonetheless constitute debt in the eyes of foe relevant 
authorities. Larger underwriting spreads for equity than for debt offerings further 
increase foe incentive to rely on debt when firms raise new capital. The greater 
speed at which firms can typically issue new debt than new equity is also a factor 
in contexts such as unsolicited takeovers, in which timing can be all-important. 

What is puzzling, however, is why business reliance on debt has accelerated 
so much in foe 1980s. Each of these features of foe U.S. financial system favor¬ 
ing debt financing has been present for a long time, and some should be less 
potent now than they were in the past. The lowering of tax rates in the 1980s, for 
example, should have reduced foe incentive to borrow. Given foe continuing 
non-neutrality of the tax code, so should foe slowing of inflation. At least for foe 
present, therefore, foe most honest answer to foe question of why all this has 
happened in the 1980s is that nobody really knows. 

But regardless of just what motives lie behind it, foe massive increase in 
business indebtedness has raised concerns that it will mak e the U.S. economy 
excessively fragile in the face of downward shocks. The chief danger posed by 
an overextended debt structure in this context is that the failure of some borrow¬ 
ers to meet their obligations will lead to cash flow inadequacies for their credi¬ 
tors—who may, in turn, also be borrowers, and so on—and that both borrowers 
and creditors facing insufficient cash flows will then be forced to curtail their 
spending. Similarly, forced disposal of assets by debtors and others facing insuf¬ 
ficient cash flows will lead to declines in asset prices that erode the ability of 
other asset owners to realize the expected value of their holdings if sale becomes 
necessary, and will therefore threaten the solvency (in a balance sheet sense) of 
still others. The most likely implications for foe nonfinancial economy would be 
reductions in employment and in a variety of dimensions of business spending, 
no doubt prominently including investment in new plant and equipment. Indeed, 
it is likely that deteriorating interest coverage has also rendered the average 
company’s capital spending more sensitive than in foe past to tight financial 
markets generally. 

At foe same time, foe ability of debtors to service their obligations is clearly 
not independent of what is happening in foe economy. For most borrowers, both 
foe size of cash flows and foe value of the marketable assets they could liquidate 
in foe event of an insufficiency depend to a great extent on general business 
conditions. Business downturns typically shrink foe earnings of many firms, 
slow foe growth of earnings for most others, and in many cases also reduce foe 
market values of assets. Hence problems of debtors’ distress are most likely to 
become widespread in foe context of just foe kind of economic difficulty that 
they tend to aggravate. 
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The most important implication for monetary policy is probably that, in die 
event of a business downturn, the U.S. economy would be likely to exhibit less 
resilience, and correspondingly more proclivity to contractionary dynamics, be¬ 
cause of the greater potential for financial instability. Hence the real costs of a 
recession—costs in terms of forgone output, incomes, jobs, capital formation, 
and so on—are likely to be greater than would be die case without die higher 
level of business indebtedness. Given the ever-present risk that the economy may 
suffer an adverse shock from some entirely independent source, the higher level 
of business indebtedness therefore makes it all die more important for die Fed¬ 
eral Reserve to arrest promptly any resulting contractionary tendencies. 

But higher business indebtedness also matters for monetary policy in a more 
complicated, and more important, way because of the key role historically 
played by tight money in resisting price inflation. If the potential cost of reces¬ 
sion is now greater because of higher business indebtedness, it is greater whether 
the recession’s source is an external shock or an anti-inflationary monetary pol¬ 
icy. To put the point in simple shorthand, the borrowing that U.S. corporations 
(and other businesses) have done in the 1980s has shifted the short- and interme¬ 
diate-run trade-offs confronting monetary policy, both in the sense of changing 
the most likely set of outcomes following from any given course of Federal 
Reserve action, and in the sense of changing the attendant risks. 

[The second section of the paper on aggregate relationships is omitted. The 
following excerpts from the third section are added to indicate the method and 
results of Friedman’s econometric application of the above historical analysis. 
Technical material has been omitted.—Ed.] 

Changes in the Sensitivity of Four Components of Spending 

Even simple reduced-form relationships for aggregate income and output indi¬ 
cate that the sensitivity of real economic activity to monetary policy has changed 
in potentially important ways. But a more focused, and more detailed, approach 
is necessary to flesh out the nature of those changes in a sufficiently substantive 
way to provide information of potential use for the conduct of monetary policy. 
In tight of the changes in the U.S. economy reviewed in die opening section, four 
distinct aspects of economic activity represent plausible places to look for such 
changes: home building, business capital spending, consumer spending, and for¬ 
eign trade. 4 

Deriving from first principles a detailed representation of each of these 
four components of aggregate spending would be a task well beyond the 
scope of any one paper. The approach adopted here is instead to exploit the 
extensive research embodied in the Federal Reserve Board MPS model. For each 
component of spending, the general question to be addressed is whether the 
relevant empirical relationships have changed in recent years in ways that have 



564 HISTORICAL DATA ANALYSIS 


either heightened or dulled the sensitivity of real economic activity to aspects of 
financial conditions that are subject at least to influence, if not outright control, 
by monetary policy. 

The answers yielded by this kind of single-equation approach are clearly only 
partial in nature. They necessarily omit die entire range of repercussions that act 
in a general equilibrium setting to reinforce die real effects of monetary policy, 
because one agent’s spending decision determines another’s product demand or 
income flow, and because many agents’ asset demands collectively determine 
asset prices and goods prices, and hence alter their own and other agents’ wealth. 
They also necessarily omit the whole range of repercussions that act to dampen 
the real effects of monetary policy, because many agents’ spending and portfolio 
behaviors collectively determine interest rates and inflation rates, and hence the 
financing costs that they and other agents face. Even so, the limited exercise of 
establishing what changes have occurred in the first-round effects of monetary 
policy actions is informative, too. After all, if there were no first-round effects 
there would be no repercussions either. 

Beyond the question of partial versus general equilibrium analysis, the find¬ 
ings from any empirical exercise along these lines are also necessarily limited by 
the use of the specific model that underlies it Nonrobustness of quantitative 
estimates with respect to model specification has long been a familiar phenome¬ 
non in empirical economics, certainly including the investigation of relationships 
bearing on monetary policy. Nevertheless, any such analysis requires some well- 
specified model as a base, and in light of its long history of use in just this 
context, die FRB-MPS model is probably as appropriate a vehicle as any for this 
purpose. Especially for policy purposes, the right response to concerns about 
robustness with respect to model specification is presumably to carry out parallel 
empirical analyses based on alternative models, not to eschew empirical investi¬ 
gation in the first place. While such a comparative approach clearly lies beyond 
the scope of this paper, it is appropriate to view the findings reported here as one 
element—given the historical role played by the FRB-MPS model, a particularly 
interesting element—in such a broader endeavor. 

Residential Investment 

The most immediate question to ask about home building is to what extent die 
elimination of deposit interest ceilings and the development of the secondary 
mortgage market have made residential construction less sensitive to monetary 
policy by precluding restrictions on mortgage lending like those that occurred in 
tight-money episodes in the 1960s and 1970s, when market interest rates rose 
sharply above the then permissible deposit rates. Was the resulting credit ration¬ 
ing all there was to the effect of tight money on housing? Or is housing also 
sensitive to mortgage interest rates? If so, how far do mortgage rates have to rise 
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Figure 35.1 Residential Investment: Responses to 100 Basis Point Rise In 
Mortgage Rate and Imposition of Credit Rationing 
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to depress housing as much as an episode of credit rationing? And has die 
sensitivity of home building to changes in mortgage rates become greater or 
lesser in recent years? 

The FRB-MPS model’s treatment of residential construction activity com¬ 
bines a relatively straightforward model of investment, based on the real after¬ 
tax cost of capital, with a completely separate model for episodes of credit 
rationing. Figure 3S.1 indicates the relative strength of these two channels of 
monetary policy influence by showing the results of using the estimated equation 
for residential construction investment in the FRB-MPS model to simulate the 
effects of two separate experiments. The solid line shows die effect on home 
building of a sustained increase of 1 percent in the mortgage interest rate, begin¬ 
ning in quarter 1. The dashed line shows the effect of a sustained episode of 
credit rationing involving a 6 percent decrease in the annual growth of real 
savings deposits. 

The 1 percent increase in mortgage interest rates depresses housing fairly 
rapidly, with substantially all of the effect occurring within four quarters. The 
full effect is to depress the level of spending by approximately 9 percent (left 
scale), or roughly $19 billion in constant 1982 dollars, based on the 1988:4 level 
(right scale). 3 The imposition of credit rationing acts more slowly but has ap¬ 
proximately the same effect after four quarters. Apart from differences in timing, 
therefore, these results imply drat, given die relatively high level of teal interest 
rates prevailing in 1988:4, it takes an increase of approximately 1 percent in 
mortgage interest rates to have an effect on home building comparable to that of 
a 1960s-1970s credit rationing episode. 6 
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Business Fixed Investment 

Business capital spending typically exhibits less cyclical volatility than does 
housing, at least on a percentage basis. But because capital spending bulks much 
larger in overall economic activity, the dollar decline in capital spending has 
exceeded the dollar decline in housing in four of the seven postaccord recessions. 

In contrast to die results for housing investment, estimating the equation for 
expenditure on producers’ durable equipment in the FRB-MPS model for differ¬ 
ent sample periods does indicate a substantial change over time in the behavior 
of business equipment investment. In particular, in recent years firms’ invest¬ 
ment behavior has apparently become more sensitive to variations in output and 
in the various determinants of the optimal equipment-output ratio. Figure 35.2 
illustrates this change by plotting the results of two simulations that differ only in 
the sample used to estimate the equation. 7 In both cases die experiment analyzed 
is an increase of 1 percent in both the corporate bond rate and the commercial 
paper rate beginning in quarter 1. 

For the producers’ equipment equation estimated using the 1958:1—1979:3 
sample (the solid line), the decline in equipment spending that results from a 1 
percent increase in both short- and long-term interest rates is modest in extent 
and gradual to take place. Little change occurs for the first six quarters, and the 
ultimate effect (which, by assumption, is complete after 18 quarters) is to depress 
equipment spending by 4.7 percent of its base level, or by $17 billion in 1982 
dollars based on the 1988:4 value. 8 For the same equation estimated using the 
1976:1—1988:4 sample (the dashed line), the corresponding effect is somewhat 
greater. The ultimate result is to depress equipment spending by 6 percent, or 
$22 billion in 1982 dollars based on the 1988:4 value. Even more so than this 
difference in magnitude of the ultimate effect, however, the timing is very differ¬ 
ent. In the simulation based on the later sample, equipment spending falls ap¬ 
proximately to the new (partial) equilibrium level within a year, after which the 
interim decline overshoots the equilibrium by roughly a factor of two, before 
ultimately recovering. 

The finding that business investment in new equipment is now more sensi¬ 
tive to monetary policy actions, especially in the short run, than it was in prior 
decades no doubt reflects a complex interaction among several different effects 
that will require substantial further research to sort out. At the same time, the 
increasing sensitivity of business capital spending to financial conditions is 
certainly consistent with die implications of die more heavily leveraged posi¬ 
tion of the corporate sector in recent years, as reviewed in the first section, 
including in particular the historically large share of earnings required in the 
1980s for interest payments. Given the deterioration of interest coverage, first 
in the 1970s and then even more so after 1980, it is hardly surprising that the 
typical firm now cuts back its investment spending more promptly when market 
interest rates rise. 
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Figure 35.2 Investment in Producers’ Equipment: Response to 100 Basis 
Point Increase In Corporate Bond and Commercial Paper Rates 
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Consumer Spending 

In the equation for consumption expenditures in the FRB-MPS model, the direct 
effects of monetary policy on consumer spending follow immediately from die 
effect of interest rates on property income (of which almost one-half has been 
interest income since 1970, and more than one-half in the 1980s) and on asset 
prices. Figure 35.3 shows the results of using die equation to simulate die effect 
on consumption of monetary policy, represented once again by a 1 percent rise in 
die commercial paper rate beginning in quarter 1. 

As in the case of business capital spending, die effect of monetary policy 
apparently differs in recent years from what it was in the past The two lines in 
Figure 35.3 show results for simulations that are identical except for the sample 
used to estimate [the consumption expenditure] equation. 9 For coefficient values 
based on the 1955:4-1969:4 sample (the solid line), a 1 percent increase in 
short-term interest rates ultimately lowers consumer spending by 0.8 percent 
While this percentage change may appear small, the effect is still highly mean¬ 
ingful in terms of the ability of monetary policy to affect economic activity 
because consumption bulks so large in aggregate spending. Based on the 1988:4 
level, the resulting decline in consumer spending is equivalent to $21 billion in 
1982 dollars—a greater amount than in any of the simulations shown in Figures 
35.1 and 35.2. 

For coefficient values based on die 1970:1-1988:4 sample, die ultimate effect 
of tight money on consumption is much smaller. A 1 percent rise in short-term 
interest rates depresses spending by only 0.3 percent, or $7 billion in 1982 
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Figure 35.3 Personal Consumption Expenditures: Response to 100 Basis 
Point Rise in Commercial Paper Rate 

Cfcaage from Base BUlioas of 1962 Dollars 



Note: Base Quarter « 1968:4 
Quarterly Figures Are Aaaaalized 

dollars. In contrast to the long time required for die effect to become complete in 
the simulation based on the earlier sample, however, here the effect is substan¬ 
tially complete within one year. Indeed, during the first year after the rise in 
interest rates, the effect on consumer spending is greater in the results based on 
the more recent sample. To the extent that episodes of tight money typically last 
not much more than a year, if that long, these results therefore suggest that the 
ability of monetary policy to affect real economic ability by slowing consumer 
spending is approximately unchanged. 10 


Conclusions and Caveats 

Major changes have taken place in the U.S. economy within the past quarter 
century. Three of these changes have implications that, at least potentially, are 
especially important for die ability of monetary policy to affect real economic 
activity. First, die elimination of Regulation Q interest ceilings and the develop¬ 
ment of die secondary mortgage market have deprived monetary policy of the 
ability to slow economic activity via a decline in home building, merely by 
increases in short-term interest rates not accompanied by increases in asset yields 
and declines in asset values more generally. Second, the greater openness of the 
U.S. economy, including both goods markets and financial markets, has broad¬ 
ened the potential base of effects on economic activity due to changes in dollar 
exchange rates but has also complicated other key linkages in the monetary 
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policy process. Third, the rapidly increasing indebtedness of private borrowers, 
including especially nonfinancial business corporations, has made the economy’s 
financial structure more fragile and hence has increased the risks associated with 
business recessions. 

Examination of relationships between monetary policy and economic activity 
at a disaggregated level indicate a variety of potentially relevant changes within 
the past quarter century, most of them at least broadly consistent with the 
changes that have taken place in the underlying economic environment. The 
elimination of major episodes of credit rationing in the mortgage market has 
clearly rendered housing less sensitive to restrictive monetary policy. Moreover, 
there is no solid evidence of change in the sensitivity of home building to 
mortgage interest rates. Business fixed investment has apparently become more 
sensitive to financial market conditions, at least in the short run, as is to be 
expected from the much higher leverage now carried by the typical nonfinancial 
firm. By contrast, consumer spending has apparently become less sensitive to 
interest rate increases and stock price declines, at least in situations that persist 
for lengthy periods of time. Although foreign trade has clearly grown relative to 
aggregate U.S. economic activity, both exports and imports exhibit less sensitiv¬ 
ity to exchange rate changes (perhaps because exchange rates have become more 
volatile), and hence presumably less sensitivity to monetary policy actions, than 
in earlier years. 

Taken together, the specific changes reported in this paper probably leave the 
Federal Reserve System neither more nor less able to influence real economic 
activity than it used to be. But they also mean that the influence of monetary 
policy works in different ways, which present different opportunities as well as 
different risks. Sound policymaking means taking account of those differences, 
not obscuring them behind aggregate-level relationships or mechanical rules that 
no longer fit the economy’s actual experience. 

Notes 

1. Data on down-payment ratios are from the Federal Home Loan Bank Board 

2. Data on both lending and liabilities are from the Board of Governors of the Federal 
Reserve System, flow-of-funds accounts. 

3. A large part of the motivation for the development of these new lenders, of course, 
was to shelter the housing industry from just the effects that Regulation Q brought at 
times of high market interest rates. Before the mortgage pools became such a major factor 
in this regard, the government relied on a different solution to this problem, using the 
Federal Home Loan Bank System to issue securities in the open market and channel the 
proceeds to savings and loan institutions via direct advances. Largely between FHLBS 
and FNMA, federal support accounted for 45 percent of total net extensions of one-to-four 
family home mortgages in 1969 and 52 percent in 1974. 

4. A fifth possibility is business inventory accumulation, but the empirical literature has 
generated little consensus on the nature of financial influences on inventory investment. 

5. For purposes of comparison here and below, aggregate gross national product in 
1988:4 was $4,033.4 billion in 1982 dollars. 
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6. Because one of the variables held fixed in the simulations is the rate of increase in 
the CPI rental index, the mortgage rate increase under study here is explicitly an increase 
in the real interest rate on mortgage loans. The base real interest rate matters in this 
simulation because die equation is in logarithmic form. 

7. Choice of 1979:3 for the end of the first subsample corresponds to a familiar 
benchmark used in discussions of how monetary policy has changed based on the Federal 
Reserve’s introduction of new monetary policy procedures in October 1979. Choice of 
1976:1 (rather than 1979:4) as the beginning of the second subsample merely reflects the 
need for additional observations to facilitate suitable estimation of so many parameters. 

8. The gradualness of the change is typical of results found using data from before 
the 1980s. 

9. The choice of the two subsamples reflected an approximate halving of the sample 
period, together with a slight preference for conforming to popular discussions that often 
draw distinctions by decades. 

10. The principal source of the difference is the change in the sensitivity of consump¬ 
tion to the three asset values, including especially equities. 
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I. INTRODUCTION 

This report examines the implications of the growth and integration of interna¬ 
tional capital markets for the management of exchange rates, with particular 
attention to the inferences that can be drawn from the currency turmoil that 
shook the European Monetary System (EMS) last fall and winter. 

In examining the main factors behind die September crisis, the International 
Monetary Fund’s January 1993 World Economic Outlook concluded that the 
crisis "... reflected an unusual combination of divergent economic forces and 
important political events that raised doubts about countries’ commitment to 
control inflation and to reduce excessive budget deficits and about the prospects 
for monetary cooperation in Europe” (p. 26). This paper focuses on the currency 
crisis from the perspective of international capital markets. It rounds out previ¬ 
ous analysis in three respects. First, it provides a fuller picture of how the 
liberalization of capital flows, die growing imbalance between the resources of 
private market participants and those of central banks, the ascendancy of institu¬ 
tional investors with a global horizon, and die rapid progress in die technology of 
financial transactions have combined to increase die challenges associated with 
die management of exchange rates. Second, die paper discusses die activities of, 
and several of the tactical issues that faced, some key players during die crisis 


Reprinted, with permission, from Morris Goldstein, David Folkerts-Landau, Peter Gar¬ 
ber, Liliana Rojas-Suirez, and Michael Spencer, International Capital Markets, Part l: 
Exchange Rate Management and International Capital Flows (Washington, DC: Interna¬ 
tional Monetary Fund, 1993), 1—12. Annexes and references to them have been omitted. 
The annexes elaborate on the text analysis. 
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itself. And third, it identifies the types of policy options available to authorities 
for managing fixed exchange rates in today’s world of global capital markets. 

Section n outlines the changing landscape in international capital markets, 
with emphasis on the main features of the global foreign exchange market (in¬ 
cluding existing regulatory constraints). Section III introduces an important pro¬ 
logue to the currency crisis, namely, the substantial capital inflows into 
high-yielding currencies in die exchange rate mechanism (ERM). Section IV 
then discusses the roles of institutional investors and of banks during the turmoil, 
as well as assessing the behavior of liquidity in that period. The tactics of 
defending ERM parities—with a focus on official intervention and on defensive 
increases in interest rates—are taken up in Section V. Section VI introduces 
some of the policy options for managing exchange rates in the aftermath of the 
ERM crisis. A series of annexes examine the foreign exchange markets in greater 
depth; topics include their structure; foreign exchange hedging strategies; the 
regulatory constraints facing traders; the mechanics and economics of specula¬ 
tive attacks, together with the defense against these attacks; and case studies of 
some countries’ experience during the ERM crisis. [Sections V and VI and the 
annexes are omitted.—Ed.] 

II. THE FOREIGN EXCHANGE MARKET IN INTERNATIONAL 
INVESTMENT TODAY: PLAYERS, INSTRUMENTS, 

AND OPPORTUNITIES 

Liberalization and reform of the financial sector have been a common theme in 
the industrial countries over the past decade; in some of them, liberalization 
gained momentum even earlier. The competitive forces unleashed by liberaliza¬ 
tion have swept away market segmentation and have greatly increased the menu 
of tradable financial instruments. 1 Liquid markets in central and local govern¬ 
ment securities, in corporate debt, in equity, in commercial paper, in bank certifi¬ 
cates of deposit, in asset-backed securities, and in both exchange-traded and 
over-the-counter derivative instruments have become a prominent feature of the 
financial landscape in most Group of Ten countries. By 1992 the outstanding 
stock of publicly traded debt and equity securities in Europe and the United 
States had climbed to about $24 trillion, while the notional amounts of financial 
derivative instruments outstanding had reached $7 trillion. Retail and institu¬ 
tional investors—both domestic and foreign—now have a wide choice of liquid 
securities. 

Liquid securities markets have grown hand in hand with the increasing con¬ 
centration of savings in institutional funds (i.e., in mutual investment funds, 
pension funds, insurance portfolios, unit trusts, and SICAVs). 2 Total assets of 
U.S. institutional investors rose from $2 trillion (66 percent of GNP) in 1981 to 
$6.5 trillion (133 percent of GNP) in 1990. Similarly, the total assets of U.K. 
institutional investors climbed from £130 billion (52 percent of GNP) in 1980 to 



CURRENCY CRISIS IN EUROPE 573 


£550 billion (108 percent of GNP) in 1990. U.S. and European fund managers 
alone now control more than $8 trillion in assets (see Table 36.1). Thus invest¬ 
ment decisions are becoming increasingly concentrated in the hands of profes¬ 
sional fund managers. Simultaneously, as sophisticated information technology 
expands, “news” relevant to financial decision making is more and more reach¬ 
ing these managers at the same time, wherever their geographical bases. Conse¬ 
quently, during those periods when fund managers share homogeneous 
perceptions about both the evolution of financial variables and the impact of 
news, the potential exists for new information to produce massive pur¬ 
chases/sales and sharp movements in prices. 

The progressive liberalization of cross-border financial flows—in tandem 
with the growth of liquid domestic securities markets and die increasing clout 
of institutional portfolio management—has induced growth in international 
portfolio investment that is historically unprecedented among the major indus¬ 
trial countries. Capital flows within most of die European Community (EC) 
were completely liberalized by July 1990. Total gross cross-border equity hold¬ 
ings in the United States, Europe, and Japan increased from $800 billion in 
1986 to $1.3 trillion in 1991, while total cross-border ownership of tradable 
securities is estimated to have risen to $2.5 trillion. 3 Institutional investors have 
played an important role in this international portfolio investment, and at pres¬ 
ent, those in Europe invest a higher proportion (about 20 percent) of their assets 
abroad than do those in the United States or Japan (where the corresponding 
percentages seem to fall in die 5-7 percent range). Although these percentages 
seem modest, the total portfolios under management are large enough to trans¬ 
late into potentially large financial flows. For example, a 4.6 percent share of 
U.S. pension fund assets means $125 billion, while a 6.6 percent share of U.S. 
mutual fund assets amounts to roughly $90 billion (see Table 36.2). Equally 
significant, the international diversification of institutional investors is widely 
expected to increase markedly over time. In this regard, die share of foreign- 
currency-denominated assets in die portfolios of the world’s three hundred larg¬ 
est pension funds is estimated to increase from about 7 percent at present to 
about 12 percent by the mid-1990s. 

Another noteworthy development is that relationship buy-and-hold finance is 
giving way to transactions-driven finance, leading to the observation that it is no 
longer clear what a “long-term investment” means. Improved liquidity allows 
investors to move quickly in and out of domestic and international investment 
positions. Likewise, advances in die technology of financ ial t ransac tions—rang¬ 
ing from back-office clearance and settlement, to trading and information sys¬ 
tems, to settlement of payments—have reduced transaction costs to the point 
where they less and less serve as an impediment to rearranging portfolios when 
expectations change. For example, it is increasingly common to see large invest¬ 
ors switch between bond and equity funds as soon as expected yields diverge. 
Also, many of the major equity and government securities markets have become 
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sufficiently liquid to permit automated program trading and hedging strategies. 
Trading volume in most major markets in the United States, Europe, and Japan 
has more than tripled in the past five years and is dominated by institutions, 
which is testimony to die propensity of fund managers to adjust their portfolios 
in light of changes in expectations. Where the transaction in die spot market is 
too expensive, die investor has die opportunity to take synthetic positions in the 
derivatives markets, where daily trading volume has nearly tripled since 
1986. Various foreign exchange instruments are used to synthesize money mar¬ 
ket instruments as well as to implement hedging strategies. 

The global forex market has grown even faster than international investing, 
with net turnover in the three largest markets (London, New York, and Tokyo) 
estimated to have undergone a threefold increase over die past six years. Market 
surveys conducted by die Federal Reserve Bank of New York, the Bank of 
Japan, and the Bank of England suggest that global net turnover now approaches 
$1 trillion a day (up from $640 billion in April 1989). 4 

The U.S. dollar remains by far the dominant currency in forex trading (ac¬ 
counting for 76 percent and 89 percent of 1992 net turnover in die London and 
New York markets, respectively). That being said, the share of cross-currency 
transactions (those that do not involve the dollar in one leg of the transaction) 
has gained ground over time, particularly cross-trading involving the deutsche 
mark—a development that traders ascribe primarily to the limited volatility of 
the deutsche mark vis-4-vis other ERM currencies (relative to that for dol- 
lar/ERM exchange rates). 

The most significant development in foreign exchange markets in recent years 
has been the expansion of trading in derivative securities. Spot transactions 
accounted for only 50 percent of gross turnover in the United Kingdom in 1992 
versus 73 percent in 1986. In contrast, trading in forwards and swaps increased 
from 27 percent of gross turnover in 1986 to 47 percent in 1992 (of which only 6 
percent involved straight forwards). The expansion of the currency swaps market 
has been dramatic, with outstanding notional principal increasing more than 
fourfold, to $800 billion, between the end of 1987 and the end of 1991. The 
most commonly swapped currency is the U.S. dollar. 

Trading in the markets for currency futures and options contracts has also 
mushroomed. Daily turnover in these markets in London grew from negligi¬ 
ble amounts in 1986 to $8 billion in 1992, and from $3 billion to $23 billion 
in the United States. Most of this activity is in the over-the-counter (OTC) 
options market (where average daily turnover is reported by dealers to be 
about $15 billion in the United States and $5 billion in the United Kingdom). 
Futures market activity in these countries is lower, about $6 billion and $3 
billion, respectively. 

The main players in die forex market have long been large international 
banks, securities houses, nonfinancial corporations, and central banks. As sug¬ 
gested earlier, these traditional players have increasingly been joined by a pow- 
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erful new set of players, namely institutional investors (mutual funds, pension 
funds, insurance companies) and hedge funds. In their forex activities, hedge 
funds differ from institutional investors in two ways: They are unregulated, and 
their primary mode of operation is to take highly leveraged, speculative positions 
(typically using their assets as collateral or initial margin). 3 

Market activity is dominated by interdealer transactions. Indeed, it has been 
estimated that each customer order leads to four or five interdealer transactions, 
as dealers lay off their risk with other dealers, seek to earn profits by taking 
sometimes large intraday positions, and engage in frequent price-discovery 
trades. On first impression, turnover in the forex market may seem startlingly 
high. But that turnover needs to be compared with that in other liquid markets. 
To take a specific example, the average daily volume of U.S. government securi¬ 
ties settled through the book entry system amounted to about $400 billion in 
1990—on an end-of-year stock of U.S. Treasury marketable debt of $3.4 trillion 
($2.6 trillion in die hands of the public). This means that the entire volume of 
marketable debt turns over on average once every eight days! Since the forex 
market can be considered a mechanism for pricing tradable wealth internation¬ 
ally, and since the stock of publicly traded debt and equity is probably about $24 
trillion, an average daily turnover of $1 trillion in the global forex market is not 
so remarkable after all; in fact, daily turnover can be expected to continue to 
increase over time. 

The thirty to fifty largest banks (along with a handful of the largest securities 
houses) serve as market makers in the key currencies. Banks and securities 
houses also use the information they gather in market making to help guide their 
own—albeit usually limited—position-taking. On die whole, banks and securi¬ 
ties houses are best seen as intermediaries in the forex market, supplying liquid¬ 
ity and advice to their customers (some of whom will be less constrained in their 
forex activities). Corporations routinely cover their commercial exposure, fund¬ 
ing themselves in the most advantageous markets and using the currency swap 
market to eliminate the exchange risk. The forex activities of corporate treasury 
operations have more and more come to be viewed as profit centers. In addition 
to the normal intervention operations undertaken by virtually all central banks, a 
relatively small number of central banks manage their large international reserve 
positions quite actively. In institutional funds management the trend is to sepa¬ 
rate the exchange risk from die investment risk through hedging, and to treat the 
exchange risk as just another investment opportunity with its own risk/retum 
profile. Hedge funds, using their capital as collateral, can generally leverage by a 
factor of up to ten to take speculative positions. The hedge funds with superior 
(long-term) track records of profitability have an influence that is more powerful 
than might be suggested from their net position-taking, because of their role as 
market leaders. 

A summary of the existing regulatory constraints on foreign-currency-denom¬ 
inated investments for banks and institutional investors in the larger industrial 
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countries is presented in Table 36.3. In short, these constraints differ across 
types of financial institutions as well as across countries—to say nothing of 
differences between financial and nonfinancial corporations. For example, 
whereas some Group of Ten countries have a standard limit on net open forex 
positions by banks relative to capital, others prefer to set limits on an individual 
bank-to-bank basis (with higher limits for banks with superior risk-management 
systems) as part of overall bank examination. Hedge funds and nonfinancial 
corporations are not subject to any regulation at all with respect to their forex 
activities. Securities houses also typically are not required to hold dedicated 
capital against open forex positions. As seen in Table 36.3, mutual funds, insur¬ 
ance companies, and pensions are usually subject to some type of “prudence 
rule” on their foreign-currency-denominated investments, but such prudent be¬ 
havior is not uniformly defined. Existing prudential constraints are generally not 
binding, and internal risk-management guidelines tend to be more restrictive. In 
other words, whereas the existing regulatory framework prevents some players in 
the forex market from making large-scale currency speculation their main line of 
business, it does not much constrain the private sector’s ability to shift its cur¬ 
rency preferences quickly. 

UI. PROLOGUE TO THE ERM CRISIS: 

“CONVERGENCE PLAY” 

To understand why the sales of certain ERM currencies in the s umme r and Ml of 
1992 were so huge, the story has to go back at least five years. Specifically, over 
1987-91, large, cumulative inflows of capital into the higher-yielding ERM 
currencies occurred (see Table 36.4). One of the important factors motivating 
these inflows was the growing perception by international investors that the 
member countries of the EMS were on a continuous convergence path toward 
European Monetary Union (EMU), under which interest rate differentials in 
favor of the high-yielding ERM currencies would increasingly overestimate die 
actual risk of exchange rate depreciation. As one portfolio manager recalled the 
prevailing view, “Why settle for the yield on a deutsche mark bond when you 
can get the higher yield on a peseta or lira bond without a compensating ex¬ 
change risk?” This came to be known in major financial centers as the “conver¬ 
gence play.” 

As shown in Figure 36.1, the average spread during the last five years of die 
one-year lira yield over the corresponding deutsche mark instrument was nearly 
S percent (so, too, with the yield differential over U.S. dollar instruments); die 
attraction of peseta instruments (over 1989-92) is likewise apparent. When the 
United Kingdom entered the ERM in October 1990, it, too, became a candidate 
for convergence plays. Based on the same convergence scenario, the financial 
sector and the larger corporate issuers in the high-yield currency countries in¬ 
creasingly funded themselves in the lower-interest ERM currencies (mainly the 
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investments. 

2 Thc same regulatory constraints apply to security houses. 




Net Capital Flows for Selected Countries in the EMS (in billions of local currency) 
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Figure36.1 Interest Rate Differentials on Eurocurrency Deposits 1 (in percent) 


Pound sterling minus: ^ 

6 
4 
2 
0 

i - 1 - 1 - 1 - 1 - 1 - 1 .2 
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Source: Data Resources, Inc. 

■Labels indicate maturity of both components of the differential. 
?Daily data for the Spanish peseta are not available before July 1989. 


deutsche marie and to a lesser extent die Dutch guilder). 6 In yet another reflection 
of the fixed exchange rate assumption, die exchange risk of positions against 
non-ERM currencies was frequently “proxy-hedged”—for example, a hedge of a 
deutsche mark position against the U.S. dollar was emplaced when lira securities 
were acquired. As die period since the last realignment in the ERM lengthened 
and as the political commitment toward EMU solidified—culminating with the 
signing of the Maastricht Treaty in December 1991—die strategy of riding die 
high nominal interest rate seemed secure. Without pretending too much preci¬ 
sion, 7 estimates suggest that the total of such convergence plays could have been 
as high as $300 billion. 8 

The problem, of course, was that actual achievements in convergence among 
ERM countries—although significant—were neither durable nor deep enough to 
justify assuming complete fixity of exchange rates. Losses of competitiveness, 
large fiscal deficits not yet under control, weaknesses in financial sectors, sharp 
cyclical differences, and divergent mixes of monetary and fiscal policy across 
countries (in the wake of German reunification) were each vulnerable elements. 
Those vulnerabilities became more important once the negative outcome of the 
Danish referendum and uncertainties about die outcome of the French referen¬ 
dum challenged both the certainty of the EMU treaty ratification and the ability 
of some countries to deliver enough convergence (without EMU) to sustain 
existing exchange rate parities. In short, the markets “rediscovered” exchange 
risk. A massive shift out of certain currencies and the beginning of the recent 
crisis in die ERM followed. 


584 HISTORICAL DATA ANALYSIS 


IV. PRIVATE SECTOR BEHAVIOR DURING THE CRISIS 
Role of Institutional Investors 
Global Hedge Funds 

As noted earlier, hedge funds—private, closed-end investment funds—assemble 
pools of private capital to engage in highly leveraged position-taking. Their 
moves last s umme r to position themselves favorably for possible exchange rate 
realignments in the ERM apparently served as a signal for other institutional 
funds managers to re-examine their own (convergence play) positions. Thus, 
although hedge funds have less than $10 billion in capital, their potential influ¬ 
ence on forex markets is larger. 

The hedge funds appear to have taken two types of positions during the crisis. 
First, with respect to foreign exchange, they typically sold forward the vulnera¬ 
ble currency, usually using longer-dated contracts (one to two months) and em¬ 
ploying their capital to finance and to maintain margin requirements. Second, 
they also established interest rate positions in that currency (e.g., by buying 
interest rate futures on the London and Paris futures exchanges) in anticipation 
of a rate decline after the devaluation. Intrinsic to this strategy was the expecta¬ 
tion that authorities in the weak-currency country would raise interest rates to 
defend die parity—but also that this period of high interest rates would be 
short-lived. To close out their short currency positions, the hedge funds bought 
die devalued currency in the spot market before die forward contracts expired. 

Institutional Investors and Corporations 

While the hedge funds acted as market leaders, die real financial muscle was 
provided by institutional investors (mutual funds, pension funds, insurance com¬ 
panies) and by nonfmancial corporations. These market participants sought to 
undo as quickly as possible their increased holdings of assets denominated in 
currencies with high interest rates and/or to cover their deutsche mark funding. 
The mandates of most mutual funds are broad enough to allow a rebalancing of 
portfolios in anticipation of exchange rate movements. Anecdotal evidence sug¬ 
gests that funds sold their foreign assets, hedged their exposure, and sold the 
vulnerable currencies short (using their assets as collateral)—in roughly equal 
proportion (although outright selling of assets seems to have predominated in 
Italy, whereas hedging and short sales were probably relied on more in the 
United Kingdom). 9 In some isolated cases, either the prospectus of the fund or 
the regulatory constraints on permissible financial operations limited the room 
for maneuver. For example, if a fund was established as a peseta bond fund, it 
could not cease to hold peseta-denominated securities even if it anticipated a 
peseta devaluation. 10 
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In some countries (e.g., the United Kingdom), mutual funds can short a cur¬ 
rency only up to die amount that they hold securities denominated in that cur¬ 
rency. In other countries, mutual funds are limited in their ability to leverage 
their investments and, in effect, to short a currency. Corporate and financial 
sector borrowers from die high-yield ERM countries who borrowed extensively 
in low-cost ERM currencies undertook massive hedging operations during die 
summer and early autumn. U.S. corporations appear to have engaged in proxy 
hedging of their European currency exposures, using deutsche mark and French 
franc positions to hedge exposures in other European currencies. These corpora¬ 
tions sought to unwind these hedges as the crisis unfolded. 

Role of the Banking System 

The international banking system itself does not appear to have taken unusually 
large net open positions in foreign exchange during die crisis. “Appear” is used 
because the information available does not permit determination of the intraday 
net open positions of banks—nor are the data on foreign exchange payments 
comprehensive enough to calculate how bank earnings during the crisis were 
apportioned between market making and other activities. Nevertheless, a robust 
conclusion is that the main role played by banks (and securities houses) during 
the crisis was to provide credit to those institutions seeking to liquidate long 
positions in vulnerable currencies, hedge such long positions, or establish open 
short positions in these currencies, and to make markets in foreign exchange. 11 

Both of those activities proved profitable. In the early summer of 1992, im¬ 
mediately after the Danish vote, U.S. and European commercial banks and secu¬ 
rities firms—many of which had, in their capacity as market makers in foreign 
exchange, witnessed firsthand the flow of Kinds into the convergence plays— 
began to negotiate credit lines in the currencies that were perceived to be vulner¬ 
able—lira, sterling, peseta, escudo, but not yet the French franc. By building up 
cash reserves and arranging credit lines (at fixed rates) in the vulnerable curren¬ 
cies before the crisis, they were subsequently able both to lend at a premium 
above their borrowing costs in the weak currencies and to buy forward the 
currencies under attack. Several banks have argued that such “liquidity plays” 
made more sense for banks than outright currency plays because they were less 
risky and allowed banks to employ their comparative advantage, namely, their 
access to large credit lines (relative to those available to other types of financial 
institutions). As the crisis was also characterized both by a large widening of 
spreads and by extremely high volumes, simple market making likewise paid 
handsome returns. 

If banks play a key role during a currency attack by providing liquidity to 
other participants, where do die banks, in turn, obtain that liquidity? It is avail¬ 
able only if central banks feel constrained in allowing interest rates to rise 
enough to choke off the increased demand for credit in the currency under attack. 
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And taking die argument one step further, interest rates may not rise much 
during the attack because central banks typically sterilize the contractionary 
monetary effects of their exchange market intervention. 

Liquidity Problems During the Crisis 

According to most observers, die forex market—as well as domestic money 
markets in ERM countries—generally worked well during die crisis. Given die 
huge volumes of securities and currencies traded during that period, as well as 
attempts to ration liquidity to those taking positions against existing parities, that 
outcome was hardly preordained. There were indeed strains. While forex spot 
markets operated continuously, spreads at times widened from five to ten times 
the norm in most of the ERM cross-rates. The size of trades also declined at 
times. For example, the normal size of a lira-deutsche mark trade is DM SO 
million, but this size was not available in mid-September. Dealers in lire hesi¬ 
tated to quote forward rates because of the great volatility in short-term interest 
rates, and this market did not operate for two weeks after the devaluation. OTC 
option markets suffered, as interest rate volatility many times the norm made 
quotation of prices hazardous. As credit-line limits were reached, those institu¬ 
tions with lower credit ratings lost their access to interbank markets and had to 
move to derivatives exchanges to hedge their positions. The greatest liquidity 
problems actually surfaced in die European currency unit (ECU) market, where 
for a period in September and October it was not possible to complete wholesale 
transactions (as market makers would no longer bear the risk of holding an ECU 
trading portfolio). A significant spread (2S0 basis points) also developed 
between the official ECU and the private ECU (ECU-denominated bank de¬ 
posits at ECU clearing banks) when some central banks tried to use their 
ECU reserves to support their currencies. 12 Trading in the private ECU 
against the basket came to a halt for about a week immediately after the onset 
of the crisis. Presumably the political events that raised uncertainty about the 
future of EMU also created increased uncertainty about the value of the 
private ECU in terms of the official basket. 

Notes 

1. The progressive liberalization and internationalization of financial markets has pro¬ 
duced, inter alia, significant efficiency gains, including higher returns for savers, lower 
commissions for security transactions, and lower overhead costs on organized exchanges. 
To some extent the financial sector has been undergoing a restructuring similar to that in 
many other industries. 

2. SICA Vs are French money market mutual funds that are managed primarily by 
banks; they are similar to open-end investment funds in the United States. 

3. In some instances, governments have sought to broaden their international investor 
base. For example, in late 1988 the French government successfully listed two issues of 
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government bonds, OATs (Obligations Assimilables du Tresor), in the form of American 
Depositary Receipts at the New York Stock Exchange. 

4. This figure for worldwide turnover is an estimate based on turnover in the markets 
surveyed. 

5. Hedge funds are typically incorporated in lightly regulated offshore jurisdictions; in 
addition, they are not constrained by standard investor-protection regulations—for exam¬ 
ple, U.S. Securities and Exchange Commission (SEC) registration—because the number 
of investors is kept small enough, and the minimum investment large enough, to be 
exempt from such provisions. 

6. For example, the short-term external funding of Italian deposit money banks has 
doubled to $160 billion since 1987. 

7. As is well known, there are considerable problems in accurately measuring interna¬ 
tional capital flows. 

8. In some way, the convergence play is another version of the t4 peso problem/* In the 
mid-1970s, the Mexican peso had exchanged for the U.S. dollar at the same rate for two 
decades. The Mexican interest rate was significantly higher than dollar interest rates, year 
after year. This phenomenon was dubbed the “peso problem.” The interpretation in 1975, 
which is now commonplace, was that the probability of a large devaluation was low 
because empirically the event had not occurred in a long run of data. The devaluation, 
once it occurred, would be large because of the large divergence in interest rates. The 
game for any market participant long in the peso was to time the conversion of funds back 
to dollars before the devaluation and obtain higher than the market return on dollars. 

9. The harder or more expensive it was in a given market to obtain forward cover 
during the crisis, the more likely it was that institutional investors would resort to selling 
assets. 

10. Similarly, if a fund had promised always to hold at least x percent of its total assets 
in foreign-currency-denominated instruments, it could only rebalance currency composi¬ 
tion subject to that x percent floor. 

11. These transactions share an important feature: They all require bank financing, 
either directly or indirectly. Bank credit is required for short selling, by either borrowing 
currency or selling it in a forward exchange contract Hedging utilizes a forward exchange 
contract with a bank. And liquidating a long security position in a crisis typically requires 
bank funding of the market maker. 

12. However, this discount was relatively short-lived, and the ECU had returned to its 
theoretical value in both currency and interest rate terms by early 1993. The ECU market 
began to recover slowly toward the end of 1992, and early in 1993 ECU bond issuance 
rose. 




_Part VIII 

Uses of the Accounts in 
Current Policy Analysis 





Introduction to Part VIII 


Economics is—or ought to be—a policy science; that is, its ultimate objective 
should be wise policy advice. Knowledge of how the economy operates is im¬ 
portant but it is instrumental only—to be used for the higher purpose. Even if we 
had complete knowledge of a particular economy, formulating wise economic 
policy would require other ingredients as well. 

When one conceives of economics in this way, its practice takes on special 
methods that are in sharp contrast to the familiar stance of academic economics. 
The academic stance is abstract, logically rigorous, narrowly economic, and 
these days highly dependent on regression. On die other hand, policy analysis 
lies close to the facts, uses short chains of reasoning, is highly qualitative, en¬ 
compasses values, and takes account of die noneconomic world. It considers die 
widest possible range of influences but need only know their rough size. Such is 
die style of good policy analysis. 

Empirical models can make useful contributions to policy analysis when de¬ 
signed toward this end. But we need to be careful here: “Policy analysis” in a 
model (see, e.g., readings 25-29 and 35) is model analysis, not real-world policy 
analysis. The dilemmas of real-world policy making are not to be solved by 
simulations in a model fit to data of die past The economy is chan g in g , the new 
causal processes are unclear, the policy situation now is different Historical 
analysis may well be as relevant as model analysis. And analysis of the current 
economic situation is essential. 

The preface of this book refers to flow-of-funds as a partially hidden field of 
study. One key reason for this is that policy analyses and policy advice are often 
not made public. A policy document is made known to a few policy makers and 
then is filed confidential. It may or may not surface at a later date. In the U.S. 
federal government for example, the staff briefings for the Federal Reserve 
Board have traditionally been kept secret. Such material is now available to 
economists—and this book—because of the Freedom of Information Act but 
only after a lag of five years. The IMF’s admirable Recent Economic Develop¬ 
ments, a current financial analysis produced annually for most countries, has a 
very restricted circulation outside the Fund. With regard to the private sector the 
situation is even worse; we know little of what analysis takes place. Thus in the 
present institutional context die ability of economists to understand and improve 
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policy analysis is made difficult. None of the policy analysis readings in Part VED 
is from an academic source. 

The role of the economist in policy making is generally as an adviser. The 
policy maker, not the economist, decides on the policy to be executed. Usually 
the economist’s policy advice is not permitted to be directive. The economist 
may lay out a range of options, may make the case for (and against) a general 
option, or may simply lay out a background against which wise decisions can be 
made. The readings in Part VIE illustrate various uses of die flow-of-funds 
accounts in these sorts of policy analysis. 

For example, at the Federal Reserve Board it is incumbent on the economic 
staff to stay current with the economic and financial situation, including the 
working up of the statistics necessary to do so. Then the knowledge of the 
various specialists has to be organized into briefing materials for the periodic 
policy meetings of the Board and especially for those of the Open-Market Com¬ 
mittee. For many decades a document known as the “Greenbook” and tided 
Current Economic and Financial Conditions has been assembled monthly for 
this purpose. It is a substantial document of some hundred pages containing a 
Summary and Outlook section supported by detailed sections such as the Nonfi- 
nancial Scene, The Domestic Financial Situation, and International Develop¬ 
ments. A projection of the national income and product accounts for several 
quarters into the future is usually included. Reading 37 is the Summary and 
Oudook section of the May 22, 1968 Greenbook, distributed for die May 29 
Open Market Committee meeting. It will be noted that at this early date—prior 
to the advent of monetarism—the financial analysis is in terms of the demands 
for and supply of credit and is thus very flow-of-funds oriented. 

Another briefing device used by the Board’s staff is the “Chart Show,” devel¬ 
oped during the 1960s to present flow-of-funds policy projections to the Board. 
These are projections of the type Stephen Taylor discussed in reading 9. The 
introduction, die financial developments section and the conclusion of the chart 
show presented on June 16,1975, are included here as reading 38. By this time 
the Board staff was under pressure to deal with the monetary aggregates, and the 
financial developments section initially does so, but the main discussion is of the 
flow-of-funds projection. That projection is clearly the basis for the rising inter¬ 
est rate conclusion. Tables 38.1 and 38.2—for funds raised and funds advanced 
in credit markets—indicate die structure of the projection. While die introduction 
lays out the principal assumptions of the projection to be discussed, the conclu¬ 
sion sketches an alternative “easier policy” proposal (and its envisioned results) 
as an alternative policy suitable to die cyclical situation. 

During the 1960s and 1970s a number of private financial institutions developed 
a sophisticated analysis of financial markets using a flow-of-funds approach. Read¬ 
ing 39 from Salomon Brothers, 1980 Prospects for Financial Markets, is a first-rate 
example. There Henry Kaufman and his colleagues present a forecast for the annual 
flows through the group of financial markets by which financial institutions provide 
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funds to the nonfinancial sectors. The analysis thus lays out an important back¬ 
ground for the guidance of portfolio managers in the private sector. 

The forecast is built by first estimating nonfinancial sector demands for funds 
in six major financial markets. The supplies of funds to these markets require an 
estimate of the total credit that can be made available by each group of financial 
institutions plus the allocation of its credit among the six markets. Then, of 
course, the supply and demand in each of the six must be brought to equality. 
The framework is presented in Table 39.1 of the reading. The forecast is a true 
forecast, not a projection based on particular assumptions, which means that 
government fiscal and monetary policies are part of the forecast The outlook for 
interest rates is also presented; their movements seem clearly inferred from the 
market flow adjustments. The year 1980, incidentally, is of particular interest 
because of its combination of inflation, a very tight opening monetary policy, 
and the recognized start of a recession. 

As historical data analysis moves toward the present it becomes current analy¬ 
sis. And current analysis—an understanding grounded in fact of what is currently 
going on in the financial system—is a crucial ingredient in the formation of proper 
financial policy. Reading 40 on flow-of-funds in Japan is an insightful example of 
current analysis that becomes a diagnosis of financial system operation. 

The reading shows that the 1990-91 recession in Japan is associated with a 
contraction in fund flows that is in sharp contrast with the rapidly expanding flows of 
1985-89. This earlier period was accompanied by an unwholesome inflation in die 
real estate and stock markets. The analysis makes clear that the financial system 
played a large part in this asset inflation, which in fact reflected a disruption of the 
normal intermediary process. 1 Much of the rapid growth in financial asset accumu¬ 
lation in these years represented capital gains. 2 And much of the fund flow decline 
during the recession represents the “unwinding” of the excesses of the earlier years. 

The analysis for Indonesia (reading 41) illustrates what can be done with a 
very simple flow-of-funds system (see reading 13) that is available on a current 
quarterly basis. It is a saving-investment process analysis in an economy with an 
important rest-of-world sector. Among its features is the use of a flow-of-funds 
“chart matrix” to trace intersectoral financial impacts. This chart matrix helped 
identify several “roundabout” types of intermediation that enable the surpluses of 
the rest-of-world and government sectors to finance die deficit of die private 
domestic sector via die banking system. The analysis closes with an examination 
of monetary policy impact during these years. 

A policy analysis of the above type is written essentially for staff economists. 
The policy maker may well not have the time for such a detailed and technical 
analysis. So die advising economist may well need a presentation for the policy 
maker that puts together briefly and simply the main policy implications of die 
analysis. Reading 42 is my own attempt at such a presentation—a policy brief. It 
was based on a staff analysis similar to reading 41 plus a judgmental flow-of- 
funds projection for the then current second quarter of 1994. To be effective, 
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such a brief needs to be current 

During die past two decades the full matrix-oriented type of flow-of-fimds 
projection seems to have been less used at the Federal Reserve Board. For one 
thing its key proponents had moved on. In addition, during the earlier of these 
decades, policy attention shifted to die monetary aggregates both via the con¬ 
gressional strictures of the Humphrey/Hawkins Act and die policy emphasis 
within the Board itself. In die most recent decade die full wave of monetarism 
has receded, but it has not altogether disappeared. 

So die current state of flow-of-fimds analysis at the Board is not easy to judge. 
The flavor of die situation is perhaps represented by reading 43, excerpts from a 
recent monetary policy report to the Congress. There, among the obligatory discus¬ 
sions of the Ml, M2, and M3 velocity changes and monitoring growth ranges, we 
find a substantial section on money and credit flows—the section included here. This 
analysis focuses on the financial adjustments in the aftermath of the debt explosion 
of the 1980s, on current debt levels and their percentage increases. 3 

Our final illustration of the use of flow-of-funds data for current policy analy¬ 
sis is an analysis by John A. Holsen prepared for the World Bank, a medium- 
term (four-year) macroeconomic outlook for Kazakhstan under unusually 
difficult circumstances. The analysis makes use of a flow-of-funds framework 
recently developed at the World Bank for country desk work. 

Perhaps the heart of this projection is its translation of the many problems of 
current institutional change in Kazakhstan and their policy treatment into quantita¬ 
tive terms. For example, the restructuring of many enterprises is seen to require 
special financial support in the government budget at the same time that the system 
of producer subsidies is trimmed. The restructuring is seen to involve open unem¬ 
ployment moving from 1 percent to 12 percent and for which some social safety net 
will be required. Household real incomes need to be maintained while the whole 
scheme of transfers to them from enterprises is phased out And so oa Policy 
trade-offs are involved at every hand. The social accounts in this outlook reflect only 
one set of social compromises. But in demonstrating a feasible and consistent finan¬ 
cial path, they should be useful indeed as guides to policy. 

Notes 

1. In Monica Hargraves, Garry J. Schinasi, and Steven R. Weisbrod, “Asset Price 
Inflation in the 1980s: A Flow of Funds Perspective,” International Monetary Fund Work¬ 
ing Paper (1993), tire case is made that shifts of financial structure during the 1980s 
caused funds to be channeled into the real estate and stock markets. 

2. In “Flow of Funds in Japan, 1993,” Quarterly Bulletin, Bank of Japan (August 
1994), data are presented that break down the change in corporate and personal net 
financial positions into the annual financial deficit and annual capital gains on financial 
assets. These detailed data support the earlier conclusion. 

3. As an analytical device, percent increases relate the variable to its own preceding 
values but make size comparisons with other, related variables difficult Social account¬ 
ing checks also get ruled out 
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Staff of the board of Governors of the 
Federal Reserve System 

Monetary and Credit Policy Briefing: 

The "Greenbook" 

( 1968 ) 


Summary and Outlook 

Outlook for Economic Activity 

The excessive pace of economic expansion appears to be continuing in die 
second quarter of 1968. The increase in die gross national product is likely to 
total close to $24 billion, exceeding that of last quarter by an appreciable margin. 
The rate of growth in real output is now estimated at 7 percent annually, above 
die 6 percent attained last quarter. This heightened rate of output indicates addi¬ 
tional pressure on already tight manpower, and further rapid increases in wage 
rates and prices. 

A number of factors appear to be combining to generate this substantial 
growth in overall output: defense expenditures are likely to continue upward at 
the accelerated rate of the first quarter, investment in inventories is likely to be 
rising, and net exports are expected to recover substantially from their weak 
first-quarter performance. Residential construction expenditures are also increas¬ 
ing faster than expected, reflecting housing starts at an estimated annual rate of 
about 1.S million for die quarter. 

On die other hand, expansion in personal consumption expenditures will 
probably be smaller than the exceptional advance in the first quarter. The in¬ 
crease will still be substantial, however, in comparison to those in the preceding 
year and a half. A dip in retail sales in early April appeared to be attributable 


Excerpted from Staff of the Board of Governors of the Federal Reserve System, Cur¬ 
rent Economic and Financial Conditions (May 22,1968), pp. 1-1 to 1-8 
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mainly to civil disturbances, and was followed by renewed strength in auto 
buying and increased demand for other consumer goods in late April and early 
May. Disposable income is rising more rapidly than in the first quarter, reflecting 
expanding employment, rising wages, large Federal tax refunds, and full reflec¬ 
tion of the increase in social security benefits. The rise in income should outpace 
the projected increase in consumer spending, resulting in an increase in the 
saving rate to about 7 percent from the 6.6 percent in die January-March period. 

Outlook for Prices and Resource Use 

The rise in the industrial price average—which has slowed this spring—is likely 
to step up again this summer. The recent slowing has been associated in large 
part with the poststrike downward adjustment in copper prices. The total number 
of industrial commodities with reported price increases—including materials and 
both consumer and producer products—remains large, indicating sustained and 
widespread upward cost and demand pressures. 

Prices of foods and foodstuffs at wholesale have been marking time since 
February, following a sharp run-up last winter. Resumption of a moderate rate of 
advance is expected, in large part because of continuing strong demands pressing 
on moderately lower supplies of livestock and products. Rising food prices, 
further upward cost pressures in the trade and service sectors, and the lagged 
effects of earlier wholesale price increases are likely to keep the CPI moving up 
at a fast pace in the near future. 

Upward pressure on wages and unit labor costs will continue throughout this 
quarter. High first-year wage increases (in the telephone industry, the settlement 
was about 9 percent) are likely to spread to the aluminum, shipbuilding, and 
apparel industries, and substantial wage and fringe packages (7 to 10 percent 
annually) have already been negotiated or are imminent for a major portion of 
the construction industry. 

Employment growth, barring prolonged strikes in aluminum and shipbuilding 
and any significant expansion of current strike activity in the construction industry, 
should be large enough to keep the labor market tight and the unemployment rate at 
the April level of 3.5 percent The projected rise in industrial output in pace with 
real GNP growth, should increase slightly die rate of manufacturing capacity use. 

Demands for Credit 

The recent sharp rise of interest rates, and the accompanying state of near disar¬ 
ray in some long-term markets, reflect the continuation of dilatory behavior on 
fiscal legislation, as well as the cumulative effects from the tightening of mone¬ 
tary policy since last fall. Unless expectations of an even firmer monetary policy, 
or fears of a drying up in bank funds, are moderated, still higher interest rates 
remain a distinct possibility. 
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The calendar of new corporate bond issues appears to be holding near its 
advanced May size, while municipal bond offerings seem to be building up 
somewhat further. But some postponements have already occurred, and it is 
possible that additional issues—either now on the calendar or in die p lanning 
stage—may also be postponed as a result of the very high level of interest rates 
and congestion in marketing that recently developed in capital markets. On die 
other hand, tendencies for borrowers, especially corporations, to shift borrowing 
to banks and away from capital markets may be discouraged by the further 
tightening of lending standards that is reported to be in process at banks. 

The present lull in business loan growth at banks is likely to be followed by a 
surge in June, in connection with tax payments, even though banks’ attitudes 
toward lending are becoming more restrictive. While corporations did improve 
their liquidity positions earlier this year, uncertainties as to future availabilities 
of credit may influence businesses to rely fairly heavily on currently available 
bank funds rather than on sales of liquid assets in meeting June tax payments. 
Demands for bank loans in the weeks ahead may also be influenced by more 
rapid inventory accumulation. 

The Federal Government will not need to raise much new cash over the next 
few weeks, but its cash needs will become sizable very early in the new fiscal 
year. Assuming only payment for the $500 million Export-Import Bank PC after 
mid-June, the Treasury’s cash balance is likely to necessitate very large cash 
borrowing to cover the July^-August deficit, perhaps as high as $9 billion (and 
about $1.5 billion less if —mirabile dictu —a tax bill is passed before midyear). 
The market is likely to begin to anticipate such large needs as June progresses— 
for instance, dealers are likely to want to continue reducing their positions—with 
consequent further upward pressures on interest rates. The Treasury may also 
find it desirable to anticipate its July-August needs by raising, or announcing, 
some new cash in one form or another before the current fiscal year ends. 

Suppfy ofFunds 

Given the current level of market interest rates and existing Regulation Q ceil¬ 
ings, there appears to be little likelihood that time and savings deposits over the 
next couple of months or so will show any more strength than during the past 
two months, when they have grown at only about a 2 percent annual rate. In fact, 
time and savings deposits could well be even weaker, since banks will probably 
not be able to avoid a fairly sizable attrition in outstanding CDs in June. And 
banks will find it quite difficult, and probably impossible, to regain lost CD 
funds in early summer, when securities, including Treasury bills, issued to meet 
Treasury cash financing requirements begin to compete more actively with CDs 
and tend to drive short-term market rates further upward. 

Consumer-type time deposits—both savings and other time—probably will 
rise slowly over the next few weeks. In July, however, another substantial out- 
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flow of funds from consumer time and savings deposits at large commercial 
banks seems likely. This outflow probably will be considerably larger than that 
in April, not only because the general level of market rates will be considerably 
higher but also because interest crediting at midyear is more widespread than at 
die end of March. 

Demand deposits are not expected to provide a substantial offset to the re¬ 
duced time deposit inflows. With deposit sources of funds constrained, further 
growth in Eurodollar borrowing appears likely, although any substantial further 
demands in that market may push interest rates on Eurodollars up rather sharply. 

The current level of market yields and the projected volume of Treasury 
financing likewise suggest continued reduced inflows at the nonbank depository 
institutions. Looking further ahead, to the late June-early July reinvestment pe¬ 
riod—when all institutions credit interest—outflows of funds from those institu¬ 
tions can be expected to be very large unless there is a tax increase. 

Given this reduced access to funds by institutions, and with outstanding mort¬ 
gage commitments already high, new mortgage commitments are expected to 
continue to slow further while mortgage yields continue to rise. Recent advances 
in mortgage yields have matched die most recent increase in bond yields, and the 
diversified lenders continue to have no incentive to shift funds to the mortgage 
market—despite recent regulatory revisions in FHA and VA ceilings. 

Other markets, too, will probably continue to feel the effects of the tightening 
of supply conditions, at least for a while further. The extent to which there will 
be additional adjustments in mortgage and other debt markets will depend in part 
on the experience of institutions and the market generally during die June tax 
and midyear interest-crediting periods. 

International Developments 

Release of the preliminary balance of payments results for the first quarter of 
1968 had little effect on exchange markets, since the main magnitudes—notably 
die poor showing on merchandise trade and the liquidity deficit at an ann ual rate 
of $2.5 billion—had been known earlier. Preliminary indicators for April indi¬ 
cate a somewhat higher rate of deficit in that month, with some renewed outflow 
of U.S. bank credit. No early improvement in the overall liquidity balance is in 
sight. In April and May substantial inflows of foreign liquid funds through 
branches of U.S. banks have continued. 

Gold and foreign exchange markets have become increasingly tense in recent 
weeks, with sterling very weak, gold at new highs, and the German mark, Dutch 
guilder, and Swiss franc approaching their ceilings against the dollar. The root 
sources of tension include realization that the U.S. payments deficit is likely to 
be substantial again this year, disappointment that the U.K. foreign trade figures 
have not yet shown much improvement, continuing substantial payments sur¬ 
pluses for Germany and some other European countries, and increased discus- 
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sion of possible exchange rate changes. Uncertainties have been intensified re¬ 
cently by further postponement of fiscal action in die United States and by 
political difficulties in Britain and in France. 

Events that could calm die markets might include sales of South African gold 
in the free market, action by the U.S. Congress to raise taxes, and some sign of 
improvement in the U.S. and U.K. trade figures. But these events may not 
happen soon. In particular, while the U.K. trade balance may well improve in die 
months ahead as the effects of die November devaluation and die March budget 
make themselves increasingly felt, near-term pressures on sterling resulting from 
shifts of both private and official funds seem likely to remain severe. 
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Staff of the Board of Governors of the 
Federal Reserve System 

Policy Projection with 
Chart Show Briefing 

( 1975 ) 


Introduction: Mr. Partee 

Today’s presentation updates the staffs projection of the probable course of the 
economy through the rest of 1975 and extends it to encompass all of 1976. As 
usual, we approach this assignment with some trepidation. A great deal can go 
differently than one expects even in a brief locV ahead, and the exposure is much 
greater when the horizon is 18 months. Moreover, there are discrete events that 
could occur but simply cannot be predicted. For example, we have not made 
allowance on our projection for the possibility of major strikes, or for another oil 
embargo, or for a natural gas shortage next winter that could lead to widespread 
industrial shutdowns, to name a few. 

Nevertheless, barring major unpredictable events, the broad configuration that 
the economy is most likely to trace now seems reasonably clear. We have suf¬ 
fered a major setback in economic performance over the past 1 l /i years, marked 
by the debilitating effects of generalized excessive inflation, die distortions of 
the oil embargo and subsequent run-up in energy costs, and finally by a sharp 
and pervasive economic recession. But now the recession phase of the cycle is at 
or very near its end; die rate of price inflation has moderated considerably; and 
there is every prospect of economic recovery extending over the next 114 years 
or more. The question is how satisfactory that recovery is likely to be. 

This is the question that will be addressed by today’s presentation. In devel¬ 
oping our base projection, which was laid out in detail in the Greenbook, we 

Excerpted from Staff of the Board of Governors of the Federal Reserve System, Staff 
Presentation to the Federal Open Market Committee (June 16,1975), 1-5,17-22,28-32. 
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Figure 38.1 Principal Assumptions 
Monetary Policy 

* Growth of M, averaging 6 1/4% annual rate through 1976 

* Treasury bill rate approaching 9% by late 1976 

Fiscal Policy 

* Unified budget expenditures of $367 billion in FY 1976 

* Extension through 1976 of the 1975 income tax reduction 

Energy Prices 

* Increase of $1 in import tax on crude oil in June 1975 

* Increase of $1 in price of imported crude in October 1975 

* Increase of 10% in price of natural gas 


have adopted several policy assumptions. The monetary policy assumption calls 
for a continuation of the present policy stance through 1976, as indexed by 
growth in the narrow money supply at around the 6.25 percent midpoint of the 
range that has been announced by the Committee. We believe that this policy 
would result in generally rising interest rates over the forecast period, since die 
projected increase in nominal GNP is persistently well in excess of the money 
growth rate. 

For fiscal policy, we have assumed expenditures for fiscal 1976 that are 
closely in accord with the congressional budget resolution and $8 billion higher 
than projected in the Administration’s midyear budget review. The difference 
from the Administration’s estimates reflects mainly our assumption that Con¬ 
gress will not accept the remaining proposals for deferrals and rescissions in 
existing expenditure programs. We have also assumed that the temporary tax 
reductions applicable to 1975 incomes will be extended for 1976, which has the 
effect of reducing 1976 revenues by about $5 billion. In our calculations, die 
fiscal 1976 deficit would amount to $68 billion on an actual basis, and to about 
$5 billion when revenues and expenditures are converted to those that would be 
produced by a high-employment economy. 

Some assumptions are also necessary with regard to energy. For our projec¬ 
tion, we have adopted the quite conservative view that die recent $1 increase in 
the oil import tax will be retained, that the OPEC cartel will raise prices by only 
$1 per barrel in the fall, that there will be only a small step toward decontrol of 
natural gas prices, and that die price of “old” domestic oil will remain frozen. 
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Figure 38.2 
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Even so, the result is a first-year increase in the domestic energy bill of $11 
billion, most of which would represent a diversion from effective consumer 
buying power to receipts by foreigners, domestic energy producers, and die 
government. 

Given these policy assumptions, our projections for the economy are not 
notably more buoyant than they have been in other recent Committee briefings. 
We now believe that there will be no further decline in the real GNP this quarter 
and that substantial recovery will get under way in the quarter immediately 
ahead. But we see no basis for expecting that the recovery will become truly 
vigorous or, for that matter, that it will lose momentum during the projection 
period. The result is that the rate of real expansion is projected to remain quite 
constant quarter by quarter—in a range of 5 to 6 percent, annual rate—and that 
only a gradual downdrift in the unemployment rate can be anticipated. Further 
significant progress is likely on the inflation front, we believe, though the im¬ 
provement is constrained somewhat by our assumption of rising energy costs. 

The recovery that we are projecting is on die moderate side, but it is not the 
weakest one of the postwar period. Over the first six quarters, the increase in real 
GNP amounts to a litde more than 8 percent, which is about 1 percentage point 
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Figure 38.3 Real GNP Growth in Postwar Recoveries 

Trough >100 




more than in die 1970-71 upturn. Postwar recoveries generally have added suc¬ 
cessively less to the level of real GNP. The 1949-50 recovery was the strongest of 
the lot, and it was well along before the onset of the Korean War. The first six 
quarters of recovery in 1954-55 added about 11 percent of die real GNP, and 
those in 1958-59 and 1961-62 raised real output by about 9 percent, although the 
1958—59 upswing was quite a bit stronger initially than the 1961—62 upturn. What 
we are projecting is close to an average of the last three cyclical experiences. 

For this amount of recovery to occur, we are counting on a considerable 
improvement of demand in a variety of sectors. An increase in real consumption, 
a gradual reversal from inventory liquidation to renewed accumulation, some 
pickup in residential construction, and—next year—the beginnings of recovery in 
real fixed investment are all contained within our overall projection. It is not an 
absence of generalized improvement that accounts for the moderate character of 
the economic recovery, but rather the fact that none of the sectors appears likely 
to develop notable strength. We could be wrong in this, and yet it is hard to see 
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Figure 38.5 



the basis for exceptional vigor in any of these critically important areas of the 
economy. 


Financial Developments: Mr. Kichline 

During the past several years, the effects of inflation have worked in a variety of 
ways to curtail domestic economic activity. One of these ways is recorded in the 
behavior of the real money stock. 

The stock of real money balances—nominal Mi divided by the CPI—fell 
sharply horn early 1973 through die first quarter of this year, reflecting rapid 
inflation and relatively moderate growth in nominal Mi, and is now substantially 
below its longer-run trend. This decline in real money stock was accompanied by 
a general erosion in liquidity positions, by an increased reliance on credit markets 
for needed finance, and by an intensification of pressures in financial markets. 

In the current quarter, the real money stock will show a rise for the first time in 
more than two years, and continued growth is projected through the end of 1976, 
given an assumed rise in Mi averaging 6.23 percent at an annual rate and a progres¬ 
sive slowing in the rate of advance in prices. But the growth in real money balances 
is appreciably less than the average increase during comparable periods of economic 
recovery; and die stock of money in real terms remains well below the trend path. 

Another way of looking at the effects of monetary policy is to compare 
growth in nominal GNP with the expansion of Mi. In the first half of this year. 
Mi grew somewhat more rapidly than nominal GNP, as usually happens in a 
recession. The decline in the income velocity of money was accompanied by 
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Figure 38.6 


Annual rata, par cant 




substantial reductions in short-term rates of interest. Through die end of 1976, 
however, economic recovery will generate a rise in income velocity of typical 
cyclical dimensions. In the past, such an increase usually has been associated 
with considerable pressures on interest rates. 

Our flow-of-funds projection tends to confirm this. To balance overall de¬ 
mands for and supplies of funds, households will need to shift from net liquida¬ 
tion of securities in the first half of this year to sizable purchases by late 
1976. To induce households to shift their acquisition of financial assets from 
deposit-type claims to market securities, interest rates will have to rise. 

How much rates will have to go up is hard to say. Our estimates reflect 
judgmental views based on the results of our flow-of-funds projection as well as 
our econometric model. We believe that the commercial paper rate is likely to be 
moving up to about 8.25 percent in die final quarter of this year and to perhaps 
10.5 percent in the fourth quarter of 1976, given die GNP projection and our 
monetary assumptions. Long-term interest rates would be expected to show 
much more moderate increases, because inflationary premiums should be declin¬ 
ing and demands on long-term securities markets are expected to moderate 
somewhat from recent exceptional levels. 

Financing the projected expansion in GNP will require a considerable rise in the 
total volume of funds raised by nonfinancial sectors. But the sectoral composition of 
borrowing is expected to be markedly different from that in previous years. Net 
borrowing by the Federal sector in 1975—at $80 billion—is huge in absolute terms 
and relative to total credit market flows, amounting to about 45 percent of total funds 
raised, or roughly twice the share of the previous peak postwar years. 
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Figure 38.7 
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Figure 38.8 
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Large Federal borrowings have been readily absorbed by financial markets so 
far this year because of the sharp recessionary drop in private credit demands. 
The bulk of this reduction has been in the business and consumer sectors. But as 
the recovery commences, private credit needs will expand, and the combination 
of public and private credit demands in 1976 is projected to reach new peaks. 

The magnitude of the rise in business credit demands will depend on the relation 
between capital expenditures (including inventories) and internal funds of nonfinan- 
cial corporations. During the recession, the external financing gap shrank because 
the net liquidation of inventories and the reduction of fixed investment reduced total 
investment expenditures much more rapidly than the reduction in internal cash flow. 
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Figure 38.9 Nonfinancial Corporations: Capital Expenditures, Internal Funds 



In die second half of this year, capital expenditures are projected to begin rising 
again, although the projected improvement in profits is strong enough so that the 
external financing gap remains moderate compared with the past few years. 

Consequently, total funds raised by nonfinancial corporations are projected to 
rise rather gradually over the period ahead. Businesses are expected to focus 
their demands for funds on long-term markets, as they have in recent months, in 
an effort to strengthen their capital and liquidity positions. 
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Figure 38.11 Electric Utilities 


Ratio 



While the restructuring of financial positions has already improved the status 
of many companies, there are still numerous individual firms and some indus¬ 
tries confronting serious financial problems. For example, electric utilities have 
experienced a severe decline in the ratio of earnings to fixed charges—mainly 
interest—and also a serious erosion of liquidity. The pressures on this industry 
have not disappeared; investor-owned companies have found their bond ratings 
reduced, and rate relief continues to lag. These are important financial im¬ 
pediments to the participation of this industry in economic recovery. 

In the consumer sector, too, financial considerations may limit die rise in 
spending. The real value of total financial assets held by households has declined 
very substantially. Rapid inflation, together with the sharp drop in stock prices in 
1973 and 1974, have reduced the real value of household financial wealth to 
levels no greater than those prevailing a decade ago. Since late last year, real 
financial assets of households have again been rising, but it will take a very large 
increase—and probably an extended period of time—before previous peak levels 
are reached again. 

There has also been significant improvement recently in die liquidity posi¬ 
tions of financial institutions and in attitudes of investors. But the easing of 
conditions in credit markets during the recession has not yet restored previous 
financial positions, and market participants still remain conservative in their 
lending policies and quality-conscious. At commercial banks, for example, die 
increase in liquidity positions from the low in mid-1974 has been moderate, and 
banks are still relying rather heavily on borrowed or interest-sensitive funds. 
There is probably a good distance to go before banks achieve what they view as 
comfortable financial positions. 



The emphasis that investors give to credit quality continues to show up in the 
largo risk premiums attached to borrowings of lower-rated companies and thus to die 
spread between Baa and Aaa bonds. Although the flow of investor funds into lower- 
grade bond and commercial paper issues has increased somewhat in recent months, 
risk premiums are still large, and some firms have not found receptive markets. 

Considerations such as these suggest that financial market developments in 
the period ahead are not likely to be an influence conducive to an unusually 
vigorous recovery. The most important channel through which credit restraint 
will dampen recovery, however, will probably continue to be the effects of rising 
market interest rates on savings flows and the markets for housing finance. 

At savings and loan associations, in the absence of a change in interest rate 
ceilings, rates on savings accounts and certificates will become less attractive rela¬ 
tive to rates on market securities as the latter move higher, and this is expected to 
result in a decline in growth of deposits at S&Ls to about 7 percent, at annual rates, 
by the latter part of 1976. This is a much better performance, given market interest 
rates, than in previous periods of disintermediation, in part because of the restrictive 
withdrawal penalties attached to the sizable volume of time certificates at S&Ls. 
Even so, our projections suggest that by late 1976, credit restraint will be adding to 
nonfinancial factors in limiting the recovery in housing. 


Conclusion: Mr. Partee 

The evidence we have reviewed today, it seems to me, all supports the view that 
the coming economic recovery will be on the moderate side. The prospects for 
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Figure 38.13 
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housing, for auto sales, and for capital investment—though all improving— 
do not seem sufficiently strong to support boom levels of activity in these 
areas. Business inventories remain relatively high in physical terms, which 
would seem to limit the room for a renewed inventory buildup on any really 
substantial scale. Nor does the possibility of strong stimulus in our foreign 
trade sector look like a very good bet, given the cyclical configuration of the 
world’s major economies, the oppressive continuing burden of meeting the 
bill for foreign oil, and the availability of ample unused productive capacity 
and labor resources almost everywhere. 

A receding rate of inflation does promise relief to die hard-pressed consumer, 
and this could conceivably spark more of a resurgence of optimism and of 
spending—once a recovery is under way—than we have allowed for. Continued 
moderation in the inflation rate will also be helpful in holding down long-term 
interest rates and should work to improve attitudes in financial markets gener¬ 
ally. But financial factors do not appear particularly promising. Lenders continue 
very selective in risk-taking and there will continue to be an ample volume of 
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Figure 38.14 Savings and Loans 


Annual rata, par cant 



government and other high-grade securities to buy. Altogether, I find it hard to 
question the conclusion that this recovery has less going for it than ordinarily has 
been the case in the past 

If one accepts the conclusion that the economic recovery is likely to prove 
moderate, the question arises as to what could or should be done to attempt to 
invigorate it. First, we believe that there is room for a more rapid expansion, 
given the idle resources that exist at present, without running the danger of any 
significant heightening of inflationary pressures. For labor markets, the continua¬ 
tion of an unemployment rate in excess of 8 percent makes it clear that there are 
ample human resources to permit greater real output. To test die hypothesis in 
die case of industrial capacity, we considered the projected course of the indus¬ 
trial production index in relation to its trend growth over the past quarter of a 
century. In the fourth quarter of 1976 the projected index is still 12.S percent 
below trend, which is as large a gap as existed at the low point of most previous 
postwar recessions. Although such a comparison does not provide direct evi¬ 
dence as to die availability of usable capacity, the large shortfall does suggest 
that there should be a considerable latitude for a stronger industrial recovery. 

Accordingly, we decided to estimate the effects over the projection period of 
a more stimulative economic policy package. An additional $15 billion of fiscal 
stimulus was assumed for calendar 1976, made up of another tax rebate next 
spring, and by $7 billion in additional Federal outlays that include special expen¬ 
ditures of about $2.5 billion for another bonus to social security recipients or 
similar low-income groups and a moderate sustained increase in Federal pur¬ 
chases associated with public works or other spending programs. We also as¬ 
sumed that monetary policy would be somewhat more expansive beginning in 
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Figure 38.15 Policy Alternatives 
Fiscal Policy 

$15 billion additional fiscal stimulus in calendar year 1976 

* $8 billion rebate on 1975 tax liabilities 

* $7 billion in additional expenditures 

Monetary Policy 

Growth of M, at a 7 1/2 % annual rate 


the second half of this year, as indexed by Mi growth from that point at a 7.5 
percent rate. 

Given these policy assumptions, we would expect somewhat stronger growth 
in real GNP throughout, but particularly in the spring and summer of next year 
where the additional fiscal stimulus is concentrated, and then some moderation 
in the rate of expansion as the fiscal effect wanes. For the six quarters combined, 
the average growth rate might be on the order of 7 percent—1.5 points higher 
than in the base projection. As a result, the unemployment rate would decline 
more rapidly, dropping by about a full point during 1976 to slightly under 8 
percent in die final months of that year. We believe that there would be very 
little effect on the rate of inflation over the projection period with the fixed- 
weight deflator rising at about a 5 percent pace in the second half of 1976, 
though there probably would be somewhat more impact on the price level later 
on. Our econometric model indicates that the level of prices in the alternative 
policy assumption would be on the order of 0.75 percent higher than in our base 
projections by the end of 1977. 

I might add that we would not expect the level or pattern of interest rate 
changes to be greatly different in the alternative projections. The somewhat 
greater sustained rate of monetary growth just about offsets die effects of the 
larger Federal deficit and increased gross national product in the more stimula¬ 
tive variant Nor, for that matter, would the actual Federal deficit turn out to be 
anything like $15 billion higher, since the larger GNP generates additional tax 
revenue. The indicated net effect would be to raise the deficit by about $6 
billion, to a total for calendar 1976 of $70 billion. 

[Note: The tables at the end of this reading, 38.1, 38.2, and 38.3, taken from 
the same source, present the flow-of-funds data of the basic projection.—Ed.] 




614 CURRENT POLICY ANALYSIS 

Figure 38.16 
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Table 38.1 


Funds Raised In Credit Markets (seasonally adjusted annual rates: $ billions) 



1973 

1974 

1975 

HI H2 

1976 

HI H2 

1. U.S. Government 1 

9.7 

12.0 

86.1 

73.4 

71.1 

70.6 

2. State & local governments 

12.3 

16.6 

17.1 

23.5 

23.8 

24.7 

3. Nonfmancial business 

77.5 

85.3 

40.6 

36.8 

48.5 

50.6 

4. Short-term 2 

39.1 

44.9 

-7.6 

-4.1 

5.6 

7.3 

5. Long-term-* 

38.4 

40.4 

48.2 

40.9 

42.9 

43.3 

6. Residential mortgages 

51.7 

39.4 

35.3 

43.4 

51.3 

55.5 

7. Consumer credit 

22.9 

9.6 

-5.4 

-1.0 

3.1 

6.3 

8. Other 

13.2 

16.7 

3.1 

5.3 

15.8 

18.0 

9. Total—nonfmancial sectors 

187.4 

179.6 

176.8 

181.4 

213.6 

225.7 

10. Sponsored credit agencies 4 

19.6 

22.1 

4.6 

-1.0 

1.8 

-.1 

11. Credit & equity borrowing of 
private financial institutions 

32.4 

16.1 

-10.4 


8.6 

111 

12. Total—all sectors 

239.4 

217.8 

171.0 

180.3 

224.0 

236.8 


1. Direct marketable and nonmarketable debt, savings bonds, and issues by on-budget and off- 
budget agencies. 

2. Business bank loans and open-market paper. 

3. Bonds, equities, and nomesidential mortgages. 

4. FNMA, FHLB, FICB, Banks for Coops, Land Banks, and GNMA guaranteed mortgage 
backed securities. 

Note: Totals may not add due to rounding. 
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Table 38.2 


Funds Advanced in Credit Markets 

(seasonally adjusted annual rates: $ billions) 



1973 

1974 

E!h5 

SSk9 

1. Private financial institutions— 

172.3 

138.4 

127.8 

130.5 

146.3 

145.3 

total 

2. Domestic commercial 

86.7 

64.4 

33.4 

48.9 

60.6 

62.9 

banks & affiliates 

3. Thrift institutions 1 

35.4 

27.6 

52.3 

37.6 

36.7 

30.7 

4. Insurance & pension funds 2 

37.0 

40.9 

42.0 

42.3 

44.9 

45.3 

5. All other 3 

13.2 

5.5 

0.1 

1.7 

4.1 

6.4 

6. U.S. Government 

32.5 

37.8 

30.7 

19.8 

19.2 

16.3 

7. Direct 4 

3.0 

7.5 

14.6 

7.7 

5.5 

3.9 

8. Sponsored credit agencies 5 

20.3 

24.1 

7.2 

1.2 

4.1 

2.3 

9. Federal Reserve 

9.2 

6.2 

8.9 

10.9 

9.6 

10.1 

10. Foreign 

3.5 

12.1 

19.4 

15.2 

20.0 

20.9 

11. Households 

21.5 

20.9 

-18.6 

-4.7 

16.5 

32.6 

12. All other 6 

9.6 

8.6 

11.7 

19.5 

22.0 

21.7 

13. Total funds advanced in credit 

239.4 

217.8 

171.0 

180.3 

224.0 

236.8 

mancets 


1. Savings and loan associations, mutual savings banks, and credit unions 

2. Life and other insurance companies, private and public pension funds. 

3. Finance companies, REITS, open-end investment companies, securities brokers and 
dealers, and foreign banking agencies in the United States. 

4. Lending by on-budget and off-budget agencies. 

5. FNMA, FHLB, FICB, Land Banks, Banks for Coops. Includes GNMA guaranteed mortgage 
backed securities. 

6. Businesses and State and local governments. 

Note: Totals may not add due to rounding. 
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Table 38.3 

Banking and Monetary Variables (percentage annual rates of change) 






1975 


1976 


1972 

1973 

1974 

HI 

H2 

HI 

H2 

Total Reserves 

10.8 

7.8 

8.6 

-4.1 

7.0 

6.5 

6.5 

Concepts of Money 

Mi 

8.7 

6.1 

4.8 

5.7 

6.4 

6.2 

61/4 

M2 

11.1 

8.8 

7.2 

10.1 

9.4 

8.1 

7.0 

m 3 

13.2 

8.8 

6.8 

12.4 

10.8 

8.3 

7.0 

Time Deposits at Commercial 
Banks 

15.7 

16.2 

15.1 

7.6 

10.3 

9.8 

9.3 

Consumer-type 

13.5 

11.4 

9.4 

13.8 

11.7 

9.5 

7.5 

Total Bank Credit 1 

14.6 

13.5 

9.2 

4.8 

8.5 

9.8 

9.6 

Nonbank Savings Accounts 2 

16.8 

8.9 

6.0 

16.2 

12.7 

8.8 

7.0 


1. Adjusted for loan sales to bank affiliates. 

2. Includes credit union shares. 

Note: Data for reserves, money supply, and time deposits at commercial banks are on a daily- 
average basis. Bank credit and nonbank savings accounts are on an end-of-month basis. 
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Summary and Conclusions 

In 1980, the financial markets in the U.S. will have to absorb another very large 
volume of credit demands. For despite the onset of economic contraction, the current 
very high rates of inflation will persist and probably even accelerate. 

Rising energy costs, strong wage demands, continuing unfavorable expecta¬ 
tions about price stability in the long run, and political and international eco¬ 
nomic developments should offset the impact of a weakening economy. In die 
early stages of recession, die level of new credit requirements typically rises to 
accommodate inventories and receivables and offset the slowdown in income; 
concurrently, savings also slow. Moreover, whereas in 1974-75 the liquidation 
of large inventories and receivables brought about a dramatic and sudden end to 
credit needs and continuing upward pressures on inflation and interest rates, the 
current business expansion could well end in a sputtering, piecemeal recession. 

We expect economic activity to begin to contract sometime in die first half of 
1980 and continue declining throughout the year, producing a year-to-year dill in 
real GNP of roughly 1.5 percent Nominal GNP, however, will still rise about 9.5 
percent compared with an estimated 11.8 percent in 1979. This will be reflected 
in a moderate deceleration in total credit expansion from about 12.5 percent in 
1979 to 10.5 percent this coming year. 


Reprinted, with permission, from Henry Kaufman, James McKeon, and David Foster, 
1980 Prospects for Financial Markets (New York: Salomon Brothers, 1979), 1-16. Sev¬ 
eral of the supporting tables have been omitted. 
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Figure 39.1 Markets and Economy: Percent Growth Rates in Nominal GNP 
vs. Credit Outstanding 


IS 
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We anticipate consumption to hold up until employment starts to weaken 
significantly, or the year is well under way. Housing demand and construction 
will fell at least temporarily, with starts declining from 1979’s 1.75 million units 
to about 1.47 million. Plant and equipment spending should hold up longer, but 
fall more precipitously thereafter. As measured by the Commerce Department’s 
survey, capital spending will show a year-to-year drop of at least 2 percent in 
real terms, but a rise in current dollar terms of some 8 percent Sometime late in 
the year, inventories and receivables will be pared back to reflect slower con¬ 
sumption and the development of real financing costs (see Figure 39.2). The 
slowdown in economic activity will produce a deterioration in both federal and 
state and local government budgets. 

The combination of domestic inflation, an economic slowdown, and external 
pressures on die dollar will create enormous problems for policy makers, espe¬ 
cially those at the Federal Reserve. We suspect that it will not be quite as easy to 
persist without letup as it was to initiate a tough new monetary policy. Any letup, 
however, would risk a temporary resurgence of expectational demand, which 

would then have to be discouraged anew. As the year progresses, there will all 
too probably be a growing number of near and actual failures both in the busi¬ 
ness and financial communities. 

Business external financing needs will fall only moderately , totaling $112 
billion—greater than any but 1979’s $123.5 billion. Internal cash generation will 
fall as reported profits drop 11 percent. Many firms will also try to restore liquid 
asset levels, especially as liquidity ratios have fallen to below the previous secu¬ 
lar lows of 1974 in most industries. This will also produce a marked redirection 
of corporate financing toward the capital market and away from short-term 
sources of credit, especially later in the year. 
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Figure 39.2 Emergence of Real Positive Interest Rates in Crucial Markets 
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We expect, for example, to see a surge in the volume of net new corporate 
bond financing from this past year’s estimated $30.9 billion to almost $40 bil¬ 
lion. Most of this rise will be in public offerings by industrial and mining issues. 
Medium-term issues will rise, but fall short of 1975’s record volume. The vol¬ 
ume of corporate takeover-connected acquisitions of stock (which in recent years 
has offset a growing part of fairly large new stock issues) will probably be cut 
back significantly as bank financing becomes less available. 

Personal consumption and investment in real estate will feel the effects offalling 
real income , the emergence of real interest rates, periodic shortages of gas and 
energy, and much reduced credit availability. Sometime around midyear perhaps, 
consumption will fall more sharply. The reduced availability of mortgage finance 
will be felt primarily in a sharp slowdown in resales of older homes. 

The U.S. Treasury will have to finance a $50 billion deficit —about $20 bil¬ 
lion larger than in calendar 1979. This reflects a pickup in defense, transfer, and 
interest expenditures and a deceleration in the rate of increase in tax revenues. 
We also expect some fiscal stimulus to be enacted, but less than half that legis¬ 
lated will take effect in the coming year. In addition, we anticipate another large 
rise in the net new issuance of federal agency guaranteed mortgage pool securi¬ 
ties, but also a slowdown in the issuance of sponsored agency financing. Total 
agency financing in the public market will remain relatively heavy, at more than 
$40 billion. 

State and local government financing will also be inflated by the budgetary 
effects of a slowdown in the economy. Gross new bond flotations will rise from 
this past year’s estimated $38 billion to nearly $42 billion. This should be partly 
offset, however, by the increasing level of maturities. Note issuance will also be 
on the increase. 
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Savings inflows to thrift institutions will remain under heavy competitive 
pressures for much of die coming year. Such pressures are even likely to in¬ 
crease in die first half. When interest rates start to recede, moreover, a more 
sophisticated saving public will continue to look at alternatives, which should 
limit the degree and speed of reintermediation. Total net new mortgage take¬ 
downs by all thrift institutions will decline some $9 billion from 1979’s $53 
billion. Originations, however, will not fall as much as net takedowns because of 
greater use of secondary market facilities by lenders. 

Contractual institutions for the most part will experience continued growth in 
1980. The major exception is property liability insurance companies, now at the 
start of one of their periodic earnings declines. This group will shift markedly 
from tax-exempts and equities to corporate and U.S. government debt in 
1980. Life insurance companies will continue to take down large amounts of 
corporate bonds, mortgages, and mortgage-backed securities. Pension and public 
retirement funds will step up their purchases of, especially, equities, corporate 
bonds, and mortgage-backed securities. 

Commercial bank credit expansion will slow somewhat from 1979’s record 
pace in response to the tougher monetary stance of the Federal Reserve. In 
dollar terms we expect an increase in loans and investments outstanding of 
$100 billion, versus $124 billion estimated for 1979. There will be increased 
pressure on bank security portfolios in 1980, especially U.S. governments 
and tax-exempts. There will be significantly less demand deposit growth, but 
new marginal reserve requirements on banks’ money market liabilities will 
limit the usual relief from that quarter. Business, mortgage, and consumer 
loans will not increase as much as in 1979, but the slowdown will be rela¬ 
tively modest all the same. 

The implications for interest rates of all these developments are as follows: 
Because of the acceleration of inflation and credit demands at least in the first 
part of 1980, as well as probable pressure on the dollar in exchange markets, 
interest rates in the U.S. will continue to rise at least early in die year, setting 
new postwar highs. The peak in short-term rates will probably precede that in 
longs by at least several months. The extent of any decline thereafter will also be 
limited, at least until the start of a general financial reliquification. 

Enormous Challenges to the Economy 

The problems and uncertainties confronting the U.S. economy at the close of 
1979 are more formidable and perplexing than at any time since World War n. 
The not entirely cyclical nature of these problems will be reflected in financial 
markets throughout 1980. 

The major threat to the economy and markets is the persistence of very high 
levels of inflation. Nevertheless, there are no quick, decisive solutions at hand. 
Strong wage demands to “catch up” with past inflation will provide new im- 
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petus. Another spectacular increase in energy costs is in die offing, even ignoring 
die potential disruptive impact of international political mischief on both prices 
and flows of petroleum and/or capital. Furthermore, domestic resistance to tradi¬ 
tional measures to cope with inflation may well build up in an election year. 
Finally, there are strong expectational elements working within the U.S. econ¬ 
omy and financial markets, distorting the cyclical patterns of the past; these 
pro inflationary activities challenge the monetary authorities’ persistence and de¬ 
termination to a perhaps unanticipated extent 

Accordingly, we expect the rate of inflation to resist downward pressure and 
perhaps even accelerate for much of the coming year. Even with die onset of an 
unqualified downturn in the volume of economic activity starting sometime in 
the fust half of 1980, therefore, the continuation of very large, if somewhat 
diminished, new credit demands is virtually assured. 

On a year-to-year basis, we expect real GNP to decline by roughly l.S percent 
but expect inflation as measured by the GNP deflator to increase to 10.0 percent 
or more. The resulting deceleration in the rate of growth of nominal GNP from 
this year’s estimated 11.8 percent to about 9.S percent in 1980 is mirrored in the 
moderate slowdown in the very high rate of credit creation from 12.5 percent in 
1979 to 10.5 percent (see Figure 39.1). 

The consumer is one of the keys to 1980. We believe that the pace of con¬ 
sumption will remain quite high for as long as the employment situation remains 
strong. In the 1974-75 recession, employment held up fairly well until die sec¬ 
ond half of that period. Indeed, with each cycle, the real falloff in employment 
lags the peak in activity more and more. If this pattern holds, consumption 
should remain strong well into the year, and the widely anticipated recovery of 
household savings rates will be delayed until possibly after mid-1980. This com¬ 
ing year should also see, at some point, a temporary arrest to the many-faceted 
demand for housing and mortgage credit at whatever cost. Mortgage rates on a 
before-tax basis are now well above the general rate of inflation for the first time 
in years, and the reduced availability of private sources of credit is likely to 
substantially slow turnover of homes in the secondary market, thus affecting for 
the time being expectations of future price appreciation. 

Housing construction as well as demand, accordingly, will slow next year, 
once the backlog of financing commitments is worked down. Permit activity and 
new starts will be especially affected, with starts falling about 15 percent to 1.47 
million units from 1.75 million units this year and 27 percent from 1978’s 
cyclical high of 2.02 million units. The number of completions and units under 
construction will fall more slowly. 

As the falloff in economic activity becomes more apparent, pressures for 
some form of fiscal relief from the Federal Government will gain. Our belief is 
that fiscal stimulation will be moderate at first and that most of the actual relief 
to individuals and business firms would be delayed until early 1981. Neverthe¬ 
less, budgetary revenues will be rising less rapidly relative to expenditures than 
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Figure 39.3 Corporate Financing Needs ($ billions) 


300 150 



in either 1978 or 1979. Continuing large new Federal credit activities, designed 
to minimize the effect of reduced savings flows on housing construction, would 
also tend to retard the economic slowdown. 

Business spending for plant and equipment will continue rising in real terms 
through the first half or so of 1980, despite the start of a decline in most other 
activity. Thereafter, however, these expenditures will fall off rapidly, especially 
affecting machinery, tool, and vehicle orders and deliveries. For the year as a 
whole, total capital spending will rise about 8 percent, falling 2 to 3 percent in 
real terms as measured by the Commerce Department’s survey. 

Sometime late in the year , business firms will try to pare back inflated inven¬ 
tories and receivables to bring them into line with lower levels of sales. It is 
altogether far too likely that the financial pressures now in evidence (and likely 
to increase through early 1980) will produce a certain amount of discomfort, 
financial failure, and consolidation in the economy and financial community. 

Business Financing to Stay at High Level 

The coming year will produce very large external financing needs for business 
firms , totaling $112 billion. This would not be far behind 1979’s record $123.5 
billion. Indeed, were it not for some probable attempts to reduce inventories and 
receivables toward the end of 1980, total corporate external financing would 
approach or even exceed this year’s level. 

While plant and equipment expenditures will rise some $17.5 billion in cur¬ 
rent dollars (declining in real terms), inventories should remain unchanged for 
the year as a whole, as compared with an estimated net accumulation of $25.5 
billion in 1979. And the decline in physical investment will be partly offset by a 
decline in internal cash generation, reflecting an 11 percent drop in pretax re- 
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Figure 39.4 Short vs. Long Term Corporate Financing 

(annual net issuance, $ billions) 
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ported profits and the carryover of higher 1979 tax liabilities into early 1980 
payments. Many firms, moreover, will try to build up their liquid asset holdings 
as the year progresses. Most business corporations have permitted their liquid 
asset ratios to decline below 1974 record lows; a general reliquification such as 
occurred in the 1975-76 period will begin sometime in the coming year. 

These developments, reflected in Figure 39.3, will create a $112 billion gap 
between total uses and internal sources of funds for nonfmancial business corpo¬ 
rations. To bridge that gap, corporations will rely on a more balanced mix of 
financing alternatives than was the case this past year. In 1979, business firms’ 
use of such short-term credit facilities as commercial banks, finance companies, 
and the paper market jumped to nearly $70 billion, and their use of the mortgage, 
bond, and stock markets leveled out at about $50 billion. In 1980, by way of 
contrast, we believe that they will obtain roughly $65 billion from long-term 
markets and $50 billion from short-term financing sources. The anticipated shift 
toward long-term financing reflects a desire to restructure corporate balance 
sheets, especially to fund out short-term debt and restore equity ratios. 

This means a sharp acceleration in the pace of corporate bond issuance , 
particularly in the public market. We expect gross new public offerings to rise 
from an estimated $23.9 billion this year to more than $35 billion in 1980. The 
bulk of the increase would reflect a doubling of the volume of offerings by 
industrial firms. This would even exceed 1975’s record pace of issuance for 
these industries. The public utilities and communication industries, on the other 
hand, are expected to increase their bond issuance modestly, if at all; unlike 
industrial issuers, the balance sheets of private electric power companies have 
not deteriorated significantly since 1976-77, which marked a remarkable recov¬ 
ery from a period of difficulties in 1974. While we expect a rise in medium-term 
note financing in 1980, we do not anticipate a record level (see accompanying 
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Figure 39.5 New Corporate Bond Issues, by Type 

(gross new issuance, $ billions) 
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figure). In late 1974, 1975, and early 1976, the volume of medium-term bonds 
was swollen by offerings of those utilities unable to find a market for longer- 
dated paper because of credit considerations. In 1980, medium-term offerings by 
and large will represent a conscious choice of financing strategies. 

Private placement volume will not be appreciably different from 1979’s. The 
major institutions with whom such paper is placed will increase their investment 
in other areas. 

While the net volume of domestic corporate bond issuance will rise sharply in 
1980, even allowing for a fairly heavy schedule of maturities and retirements, the 
increase will not be much augmented by foreign and international bond issuance 
in the U.S. This past year saw a drop in the volume of Canadian, Yankee, and 
international issuance here, and we do not expect more than a slight recovery. 

The volume of corporate stock issues has been relatively heavy in recent 
years, but this has not produced significant increases in stock held by the public. 
Instead, the new issuance has been increasingly offset by a rising level of corpo¬ 
rate stock buybacks. This has consisted of corporations’ purchasing their own 
stock and corporate bids for the stock of takeover candidates. 

The latter has risen sharply, especially in the past year or so, because of 
the ready availability of borrowed funds and continuing low stock prices 
relative to book value for many firms. We expect that credit for this kind of 
transaction will become less available in 1980. As a consequence, the net 
new issuance of corporate preferred and common stock will rise, approaching 
the levels of 1975-76. We expect that the utility and telephone communica¬ 
tion industries will continue to expand their successful dividend reinvestment 
programs in the coming year. 

In evaluating the impact of these factors on financial markets, it is important 
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to recognize that the first half or so of 1980 will probably differ significantly 
from the last part of the year. At least in the first several months of the year, 
short-term financing will continue to increase, particularly if there is any ten¬ 
dency toward somewhat lower interest rates. It is only with the reduction of 
corporate inventories and receivables, sometime in the second half perhaps, that 
the volume and pattern of corporate financing will alter significantly. Thus for 
the year as a whole, our figures show a somewhat blurred picture, especially 
compared with the sharp turn in corporate financing between 1974 and 1975. 

Consumers: Less Wind in the Sails 

A combination of factors including the emergence of real interest rates (see 
Figure 39.2), periodic shortages of refined petroleum products, an eventual 
squeeze on available credit, and growing uncertainty will take a good part of the 
remaining steam out of personal consumption and investment at some point in 
the coming year. That point, nonetheless, is not yet imminent; it will occur 
sometime after the prospects for employment darken, probably not before mid¬ 
year. And even then, consumption will fall less than other forms of spending. 

Except in auto purchases, there are still signs of the continuing inflationary 
psychology at work. Large commercial banks, for example, continued to expand 
consumer installment lending at a very rapid pace weeks after the Federal 
Reserve’s new emphasis on restricting monetary growth directly. This will prob¬ 
ably continue through the early months of 1980, but demand for new consumer 
credit will probably fall sharply sometime in the second half of the year, despite 
a faster drop in real personal income than in consumption. The growth in install¬ 
ment credit, therefore, which declined roughly 10 percent compared with 1978, 
will fall another 25 percent in 1980. This compares with a decline of more than 
60 percent in 1974. 

From the perspective of financial markets, however, the most important ques¬ 
tions about the consumer once again relate to housing and mortgage require¬ 
ments. The persistence of housing activity in the face of serious savings 
weakness was one of the most significant new economic developments of 
1979. Starts at a seasonally adjusted annual rate of 1.8 milli on units or more 
were recorded into the second half. The major reasons for this were the continu¬ 
ing development of secondary markets for mortgages and the c ontinuing strong 
expectations for future large gains in residential real estate investment. 

The development of the secondary market for residential mortgages will con¬ 
tinue in 1980. We anticipate, for example, that the purchases of mortgages from 
originating institutions by Federal agency-guaranteed mortgage pools will rise 
another $7 billion to a new record of $37 billion, nearly four times die volume in 
1975. Life insurance companies and pension funds will also increase their sec¬ 
ondary market activity. These and other vehicles will allow the major ori ginating 
institutions (savings and loan associations, mortgage companies, and commercial 
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Figure 39.6 Residential Mortgage Formation ($ billions) 



Figure 39.7 Development of Secondary Market for Home Mortgages 

($ billions) 



banks) to continue making a fairly large, although reduced, volume of new home 
mortgage loans in 1980 (see Figure 39.7). Heavy volume in the first three 
months or so of the year is virtually assured because of the large levels of 
commitments currently outstanding. 

And demand for housing is apparently still surprisingly strong, given the 
extremely high level of mortgage rates now in effect. Nevertheless, the emer¬ 
gence of a significant positive spread between mortgage rates and the general 
rate of inflation, as well as uncertainty about the availability and cost of energy, 
will start to erode the (until recently) nearly universal belief that real estate will 
consistently outperform other major forms of investment. 
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Figure 39.8 Governmental Demands as a Proportion of Total Credit Demands 

($ billions) 

500 ‘Annual Net Increases in Amounts Outstanding 



This will be primarily felt in the market for seasoned housing. Substantially 
less funds will be available to support sales of older homes, thus discouraging 
the phenomenon of “trading up.” New construction, on the other hand, should 
receive a higher proportion of a dwindling supply of credit. That is why starts are 
not likely to fall below the 1 million units per annum rate at any time next year, 
as they did for several months at a time in late 1974 and early 1975. 

The slowdown in personal income gains relative to consumption expendi¬ 
tures, as well as reduced credit availability, in 1980 are likely to produce another 
drop in the rate of household financial asset accumulation. About midyear there 
should be a gradual shift in households’ preferences for various financial assets. 
For much of the year they will prefer either direct investment in money market 
and other fixed-income instruments or money market investment funds. This 
means no relief for savings institutions anytime soon. Later in the year, of 
course, as rates of return on short-term direct investment fall significantly, there 
could be a redirection of funds back through traditional intermediaries, espe¬ 
cially now that rates on savings media have become much more competitive. 

Financing a Higher Treasury Deficit 

Certainly one of the most dramatic elements marking off 1980 from this past year 
is the expected reversal of the downward cyclical trend in Federal Government 
financing. The sum of Treasury, Federal credit agency, and guaranteed mortgage 
pool net demands on the market next year is likely to exceed the $82.6 billion of 
1975 (the so-called “crowding out” year) by nearly $14 billion. The difference in 
impact can be gauged to some degree by the fact that the sum of all other credit 
demands in that year was only about $95 billion, but will be about $295 billion 
this coming year. In other words, there will be a lot more to crowd out. 
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The crucial development is the sharp increase in the federal budget deficit 
from a shade under $30 billion in calendar 1979 to somewhere near $50 billion 
in calendar 1980. This includes a mere $7 billion or so of tax cuts effective next 
year. If also assumes that the better part of the revenue falloff resulting from 
economic contraction would affect 1981. There is a projected deceleration in the 
growth of corporate tax revenues as a consequence of the impact of the tax 
reduction legislation of 1978 on 1979 liabilities. Expenditures, on the other hand, 
should accelerate from an estimated $505 billion to almost $570 billion in calen¬ 
dar 1980. This reflects significant increases in defense expenditures, transfer 
payments (due to cost-of-living adjustments, and the impact of economic slow¬ 
down on unemployment payments), and interest expense. In addition, we have 
projected a decline in gold sales and other means of financing. 

About two-thirds of the estimated $75.5 billion growth in Treasury debt next 
year will represent marketable issues. This represents a sharp contrast particu¬ 
larly with 1978, when special U.S. trust fund, special state and local government 
“arbitrage” series, foreign government series nonmarketables, and the savings 
bond program contributed as much as half or more to the financing of total 
Treasury debt expansion. 

In the coming year, bill sales will rise sharply, producing close to $20 billion (as 
compared with $30 billion through coupon issuance). The Treasury seems set on 
further debt extension, undeterred by high current coupons. A significant volume of 
longer-term bonds, consequently, will be offered in competition with corporates. 

The most salient feature of the pattern of expected market demand for these 
obligations (see Table 39.4) is that individual investors will have to be induced 
to pick up another $30.5 billion net on top of last year’s $33.5 billion. 

The overall volume of net new Federal agency financing in 1980 is expected 
to stay at 1979’s peak levels (see Table 39.5). While the direct obligation financ¬ 
ing of traditional budgeted and sponsored agencies will decline, the generation of 
new agency-guaranteed mortgage pool securities will continue to accelerate. 

The recent heavy net issuance of the Federal Home Loan Banks to finance 
rising advances to member savings and loan associations will continue through 
the first part of 1980. Thereafter, improving savings flows will result in some 
repayments. FNMA will be constrained from participating in the secondary mar¬ 
ket as actively as in 1979. The farm credit system will continue to raise a 
substantial volume of net new funds. Despite occasional interruptions in the 
creation of new “collateral” due to temporary inelasticity in the administered 
ceilings on insured mortgages, we expect another sharp increase in the net issu¬ 
ance of guaranteed mortgage pool securities. 

Increased Tax-Exempt Financing 

The growth of transfer payments and gradual deceleration in the rise in tax 
revenues, which will help swell the federal budget deficit, will produce a similar 



630 CURRENT POLICY ANALYSIS 


effect on state and local government budgets. Typically, and this coming year 
will prove no exception, the volume of tax anticipation financing at this level 
grows to meet additional needs. Moreover, as housing construction continues to 
fall, and unemployment rates rise sometime later in die year, public construction 
expenditures will rise. Nevertheless, we project only a moderate gain in state and 
local financing in calendar 1980 to levels significantly below die peak years of 
1977-78. This reflects not only the absence of new federal arbitrage issuance, 
which swelled municipal bond calendars then, but even some retirements of 
seasoned arbitrage issues. The issuance of state and local housing authorities, 
moreover, will probably not rise appreciably over 1979 levels. 

All things considered, we expect the gross volume of new tax-exempt bond 
issuance to rise from this year’s estimated $38 billion to nearly $42 billion in 
1980, well short of 1978’s $46.2 billion record. This will be partly offset by 
higher maturities. New note issuance will also rise, by about $2 billion, to a 
shade under $22 billion, producing a net increase in notes outstanding of nearly 
$2 billion. The gross issuance of notes still does not compare with the peaks of 
the mid-1970s. 

This coming year will see a marked deterioration in effective institutional 
demand for tax exemption. Whereas in this past year, commercial banks, prop¬ 
erty liability insurance companies, and municipal bond funds absorbed all of the 
net tax-exempt issuance, in 1980 individuals will have to absorb an increasing 
share of the new issuance. 

The commercial banks’ security portfolios will come under severe monetary 
restraint in the coming year. Even now, large banks are in effect sitting on the 
sidelines. The property liability industry is being affected by a new round of 
regulated rate restrictions, reducing their need for new tax exemption sharply. On 
the other hand, the high level of rates in the tax-exempt market should at some 
point begin to increase die attractiveness of municipal bond funds as well as 
direct purchases of tax-exempts for individuals. 

Lending and Investing: Midyear Shifts 

Thrift Institutions: Getting Through a Tough Year. A recovery in savings inflows 
will probably start too late in the year to prevent squeezes on net new mortgage 
takedowns as well as profitability for most thrifts in 1980. For die first part of the 
year, in fact, interest rate and disintermediation pressures will increase. It is appar¬ 
ent that the slowdown in the growth of time and savings accounts in 1978-79 has 
been virtually a direct result of the growing popularity of money market funds. 

This will have a profound effect on net mortgage takedowns for most of the 
coming year. This is apparent from the decline in outstanding commitment levels 
in recent months. We expect that combined net new mortgage takedowns for 
mutual savings banks, savings and loan associations, and credit unions will de¬ 
cline some $9 billion from this year’s nearly $53 billion total. 




PRIVATE FINANCIAL MARKET PROJECTION 631 


Figure 39.9 Savings Inflows Compared to Mortgage Lending at Savings and 
Loan Associations ($ billions) 
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At some point in the year, mutual savings banks will shift from liquidating to 
purchasing U.S. governments and corporate bonds. Both savings banks and asso¬ 
ciations will be fairly heavy investors in open market paper early in the year and 
in guaranteed mortgage pool securities throughout the year (included in Federal 
agencies in Table 39.7). 

Contractual Institutions: Increased Equities and the Timing of Maturity Ex¬ 
tension. The crucial questions in 1980 for the predominantly long-term investing 
institutions collectively called contractuals are timing and equity exposure. Most 
will experience continued growth in the volume of net new investible funds. 

Property liability insurance companies are the sole exception to this. We 
expect recent regulatory changes and their unfavorable impact on profitability to 
slow the net inflow of funds to these institutions and effect significant changes in 
their investment preferences in 1980. Whereas as recently as 1978, more than 
half of their net inflow of funds was invested in tax-exempts and only about 15 
percent in corporate bonds (see Table 39.7), we expect these companies to invest 
more in corporates than in tax-exempts next year and be net sellers of stocks on 
balance, as in 1979. 

As for other contractuals, the timing of shifts out of short-term investments 
into long bonds and of increased equity investments are paramount. We suspect 
that temporary fixed-income rallies will result in the conversion of most of the 
remaining institutional liquidity (which appeared to be much reduced in repeated 
anticipations of cyclical turning points in rates throughout late 1978 and 1979). 
This past year saw both private pension funds and state and local retirement 
funds move toward a more aggressive equity stance, in combination acquiring an 
estimated $12 billion of net new stocks versus $8 billion in 1978. We think this 
shift will continue in 1980. Life insurance companies, by contrast, were and will 
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Figure 39.10 Money Market Liabilities as a Proportion of Total Commercial 
Bank Liabilities ($ billions) 
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remain very modest preferred stock market investors, partly due to tax considera¬ 
tions, partly to heavier policy loan demand. Life insurance companies also ac¬ 
quired a very large volume of net mortgages in 1979, and while this may fall off 
somewhat in 1980, they will probably make this up by increased purchases of 
mortgage-backed securities. 

Investment and Finance Companies: Fading Off in Second Half. One of the 
most remarkable developments of 1979 was the huge growth of money market 
funds, which will have more than tripled their assets to an estimated $47 billion 
by year end. We expect that this growth will start to soften sometime around the 
middle of the year, leaving money market funds with a still large net inflow of 
$25.5 billion for 1980, versus $32.4 billion this year. 

For finance companies, the first half will be more or less like 1979, but the 
second half will see a sharp reduction, perhaps even some net repayments, of 
business and consumer loans. 

Commercial Banks: Testing Ground for New Monetary Policies. If the Fed¬ 
eral Reserve’s new policy measures announced two months ago are to have any 
effect on credit growth and inflationary expectations in 1980, commercial banks 
must expect significant changes from this year. Specifically, the Fed must force 
banks to rely far less on demand deposit growth and to be net liquidators of 
securities. This past year, banks will have added to their holdings of all kinds of 
securities except bankers’ acceptances, even including U.S. governments. 

We suspect that it will prove harder for the Fed to persist without any letup 
than to have initiated a tough new policy. Whatever the temporal course of 
policy, however, we believe that the end result will be a slower rate of bank 
credit expansion, less reliance on demand deposit growth, and renewed pressure 
on portfolio holdings. 
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Total bank credit expansion will slow from this year’s estimated $124 billion 
to $100 billion (see Table 39.8). This amounts to an annual growth rate of 9.2 
percent for 1980 versus 12.9 percent in 1979. Business lending, especially term 
loans, will not increase as much as in 1979. Mortgage and consumer loan 
growth, moreover, will be almost as strong as this past year as banks continue 
their penetration of these markets. 

Foreigners to Reverse Sales of U.S. Governments in 1980. The international 
situation both with respect to petroleum and U.S. prestige abroad, to say nothing 
of U.S. inflation rates and rising interest rates overseas, suggests that the dollar 
will come under pressure again in 1980. We expect, therefore, substantial but 
nowhere near record levels of foreign official purchases of U.S. governments in 
die coming year, in addition to increased purchases by private investors abroad 
of U.S. Treasury foreign currency obligations. 

Implications for Interest Rates 

The combination of economic contraction and accelerating inflation will not, at 
least at first, reduce upward pressures on interest rates. Under these circum¬ 
stances, credit demands do not quickly abate; rather, the need to finance invento¬ 
ries, receivables, and even consumption rises. Moreover, monetary restraint 
would have to be maintained. The persistence of inflation in the early period of 
economic contraction will aggravate rather than ease die shortage of liquidity. 
Only later on, when business priorities have shifted from operations to die resto¬ 
ration of financial adequacy, will tensions lessen in the credit markets. 

If so, new postwar record highs would be established for almost all interest 
rates somewhat before midyear. It is, however, quite possible that the credit 
markets would be in a technical rally at die start of die year—a phase that would 
temporarily reawaken as yet strong inflationary expectations. In that event, die 
Federal Reserve would have to react with even greater restraint The subsequent 
peak in short-term rates would probably precede that in longs because unfavor¬ 
able inflationary expectations are now deeply imbedded among long-term invest¬ 
ors and would be slow to recede, especially since current rates of inflation would 
tend to resist even a typical cyclical inventory liquidation. 

The extent of any decline in long-term interest rates will also be limited, at 
least for the time being, by the persistence of inflation, a sharp increase in 
corporate bond funding of short-term debt, heavy mortgage pool security issu¬ 
ance, the growing federal budget deficit, continuing federal debt maturity exten¬ 
sion, and the rising issuance of municipal bonds. 

December 6,1979 


Technical Notes on the Following Tables 

Table 39.1 summarizes all the chief factors of supply and demand for credit. The 
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detailed supporting data for these factors, as well as other supplementary statis¬ 
tics, are shown in Tables 39.2 through 39.8. In the summary (Table 39.1), net 
credit d emand s are divided arbitrarily into three types: (1) long-term private, 
which includes privately held mortgages, corporate bonds, and foreign bonds; (2) 
short-term private, which includes such business borrowings as loans from com¬ 
mercial banks and open market paper, and such consumer borrowings as install¬ 
ment, bank card, security, and personal loans; and (3) privately held federal and 
state and local government debt. The suppliers of these funds are broken down 
into: (1) nonbank finance, which includes thrift institutions, contractual institu¬ 
tions, foundations, endowments, investment companies, finance companies, and 
the like; (2) commercial banks; (3) corporations, state and local government 
general funds, and foreigners; and (4) the residual; households direct. We also 
include in Table 39.1 some summary comparisons of growth rates in debt, owed 
and held, and in Gross National Product, real and nominal. 

In addition, a column at the right-hand side of each table shows estimates for 
amounts outstanding and holdings as of year end 1979 (shown in italics). These 
amounts outstanding are shown at book value, except for corporate stock, which 
is shown at market. Totals for various institutions holding stock are the sums of 
the market value of their stock holdings and die book value of all other assets. 

The summary table excludes equities on both die supply side and the demand 
side. Tables 39.2 through 39.6 show various demand factors in detail with sup¬ 
porting data and die net purchases by each investor group of each specific form 
of credit. Tables 39.7 and 39.8, which analyze sources of funds, contain all of the 
ownership data from preceding tables rearranged according to investor groups, 
together with their other assets, so that the financial activities of each type of 
investor can be reviewed. The extreme right-hand column in each table provides 
table cross-references for the reader who wishes to see how the estimates in the 
various tables are connected. 

While the historical numbers presented in these tables are our best estimates, 
readers should treat them as provisional. Most of them, even those from official 
sources, are at least partly estimated and are frequently revised. Sometimes the 
revisions are significant. The data from which they are constructed are often 
incomplete and disclose less than we would desire. The 1979 estimates are 
especially liable to revision inasmuch as they reflect incomplete returns. 
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Table 39.1 


1. Summary of Supply and Demand for Credit ($ billions) 


Annual Nat Incfaaaaa in *nounts Outstanding Amt. Out. T dMe 

1974 1975 1975 1977 1978 1979* 1950* 3fOsc79* Rsfor 


Net Demand 


Privately Held Mortgages 

42.2 

42.0 

70.4 

109.0 

116.5 

118.5 

100.7 

1.102.9 

2 

Corporate & Foreign Bonds 

29.1 

39.1 

39.1 

37.4 

33.5 

32.8 

42.7 

475.6 

3 

Subtotal Long-Term Private 

71.3 

81.1 

109.5 

146.4 

150.0 

151.3 

143.4 

1.578.5 


Short-Term Business Borrowing 

50.4 

-16.0 

9.8 

47.0 

78.5 

112.9 

81.5 

577.3 

§ 

Short-Term Other Borrowing 

16.3 

14.4 

40.7 

49.6 

66.0 

62.3 

43.9 

486.6 

8 

Subtotal Short-Term Private 

66.7 

-1.6 

50.5 

96.6 

144.5 

175.2 

125.4 

1.063.9 


Privately Held Federal Debt 


82.6 

71.8 

73.3 

63.8 

66.9 

96.5 

760.0 

7 

Tax-Exempt Notes and Bonds 


16.3 

17.1 

31.1 

32.9 

22.0 

27.0 

328.0 

4 

Subtotal Government Debt 

42.9 

989 

88.9 

104.4 

116.7 

889 

123.5 

1.088.0 


Total Net Demand for CredK 

1809 

1784 

2409 

3474 

411.2 

4184 

3803 

3,7384 


Net Supply' 

Thrift Institutions 

25.8 

53.7 

70.0 

81.8 

80.2 

66.7 

56.8 

738.1 

9 

Insurance. Pensions. Endowments 

29.0 

40.9 

53.1 

67.3 

70.2 

75.1 

81.4 

6906 

9 

Investment Companies 

1.7 

3.7 

4.6 

6.7 

8.3 

23.2 

20.7 

574 

9 

Other Nonbank Finance 

3.9 

-4.3 

8.7 

17.6 

15.9 

25.6 

19.5 

185.6 

9 

Subtotal Nonbank Finance 

60.4 

940 

136.4 

173.4 

174.6 

190.6 

180.4 

1.6717 

9 

Commercial Banks 2 

52.6 

29.9 

59.6 

83.5 

107.0 

124.3 

100.0 

1.091.9 

10 

Business Corporations 

8.8 

11.6 

7.7 

4.9 

4.5 

10.3 

12.2 

121.4 

11 

State & Local Government 

1.1 

2.4 

4.9 

11.3 

14.7 

5.2 

3.0 

72.5 

11 

Foreign 2 

18.5 

7.1 

19.6 

44.1 

57.4 

21.7 

346 

249.0 

11 

Subtotal 

141.4 

145.0 

228.2 

317.2 

358.2 

352.1 

330.2 

3206.5 


Residual (mostly household direct) 

39.5 

33.4 

20.7 

202 

53.0 

63.3 

62.1 

523.9 

12 

Total Net Supply of CvedN 

1808 

1704 

2409 

3474 

411.2 

4184 

3003 

3,7304 


Percentage Growth In Outstandings 

Total Credit 

9.3 

8.4 

10.8 

13.6 

14.2 

105 

10.5 



Government 

7.8 

16.8 

12.9 

13.4 

13.2 

8.9 

11.4 



Household 

7.0 

6.3 

11.6 

14.9 

14.9 

12.8 

9.1 



Corporate 

14.2 

3.6 

7.4 

11.9 

14.1 

16.1 

11.8 



Long-Term 

8.2 

8.6 

10.7 

12.9 

11.7 

10.6 

9.1 



Short-Term 

12.5 

-0.3 

8.5 

14.9 

19.4 

19.7 

11.8 



Held by Nonbank Finance 

7.2 

10.4 

13.7 

15.3 

13.4 

12.9 

10.8 



Commercial Banka 

8.3 

4.3 

8.3 

10.7 

12.4 

.12.8 

9.2 



Foreign 

23.0 

7.2 

18.5 

35.1 

33.8 

9.5 

13.9 



Household Direct 

13.9 

10.3 

5.8 

8.0 

13.0 

13.7 

11.9 



Economic Correlations 

Growth in Real GNP 

-1.4 

-1.3 

5.9 

5.3 

44 

2.7 

-1.5 



Nominal GNP 

8.1 

8.2 

11.3 

11.6 

12.0 

11.8 

9.5 
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Table 39.2 


2. Real Estate Mortgages and Factors in the Housing Market ($ billions) 



Annual Net Increases in Amounts Outstanding 


Amt. Out. Table 


1974 

1975 

1976 

1977 

1978 

1979* 

I960* 310SC79* 

fetor. 

Outstanding 

1-4 Family Nonfarm Home Mortgages 

33.1 

40.8 

65.8 

100.0 

105.3 

114.3 

103.2 

876.2 


Multi-Family Mortgages 

7.0 

0.7 

3.9 

7.3 

10.2 

10.6 

10.0 

132.6 


Commercial Mortgages 

15.1 

12.9 

11.9 

18.1 

23.3 

26.0 

24.0 

238.6 


Farm Mortgages 

5.0 

4.6 

6.2 

8.8 

104 

1&6 

11.0 

89.6 


Total 

00.2 

59.0 

87.8 

134.2 

149.0 

164.5 

148.2 

1337.0 


Less 

Federal Agency Holdings 

10.2 

5.3 

-0.1 

3.3 

11.8 

15.5 

8.0 

97.3 


Federal Guaranteed Mortgage Pools 

5.8 

10.3 

15.7 

20.5 

18.3 

28.0 

36.5 

116.6 


State & Local Housing Agencies 

2.0 

1.4 

1.8* 

* 1.4 

2.4 

2.5 

3.0 

20.2 


riivvtivy rma Mongagw 

424 

42 JO 

704 

109.0 

116.5 

1184 

100.7 

1,102.9 

1 

Private Ownership 

Mutual Savings Banks 

2.2 

2.3 

4.1 

6.6 

7.0 

3.3 

2.7 

98.5 

9. 

Savings & Loan Associations 

17.6 

29.6 

45.0 

58.2 

52.3 

49.0 

40.5 

481.9 

9m 

Credit Unions 

0.1 

0.5 

0.5 

0.4 

0.4 

0.5 

0.5 

3.8 

9m 

Life Insurance Companies 

4.9 

2.9 

2.4 

5.3 

9.1 

12.0 

10.7 

117.9 

9b 

Private Noninsured Pension Funds 

0.0 

0.0 

0.0 

0.1 

0.1 

0.5 

0.5 

3.3 

9b 

State & Local Retirement Funds 

0.3 

0.7 

1.2 

0.9 

1.3 

2.0 

1.4 

13.2 

9b 

Foundations & Endowments 

0.1 

0.0 

0.0 

0.0 

0.1 

0.0 

0.0 

1.1 

9b 

Real Estate Investment Trusts 

0.1 

-4.8 

-3.8 

-2.4 

-1.0 

-0.7 

-04 

5.3 

9c 

Mortgage Corporations 

-1.2 

0.1 

0.5 

1.9 

2.6 

1.0 

0.8 

10.7 

9c 

Finance Companies 

-1.9 

-1.3 

-0.4 

1.5 

-0.2 

0.3 

-0.5 

11.1 

9c 

Total Nonbank Finance 

22.2 

30.0 

49.5 

72.5 

71.7 

67.9 

56.4 

746.8 

9 

Commercial Banks 

13.0 

4.1 

15.1 

27.7 

35.0 

37.6 

34.5 

251.6 

10 

Residual: Households Direct 

7.0 

7.9 

5.8 

8.8 

9.8 

13.0 

9.8 

104.5 

12 

iovh mvM uwnvnmp 

424 

424 

704 

1094 

1164 

1184 

100.7 

1,10 24 

A 

Value of Construction Placed 

New Housing Units 

40.6 

34.4 

47.3 

65.7 

75.8 

mo 

804 



Office & Other Commercial Bldgs. 

15.9 

12.8 

12.8 

14.8 

18.6 

23.5 

22.0 



Private Housing Starts (1000 units): 

1-4 Family 

956 

966 

1.249 

1.573 

1.558 

1.345 

1.130 



Multi-Family 

382 

204 

289 

414 

462 

400 

340 



Total 

1.338 

1.160 

1.538 

1,967 

2.020 

1.745 

1.470 



Completions 

1,729 

1.317 

1.377 

1,657 

1.868 

1,925 

1.800 



Under Construction 

1.001 

794 

922 

1,206 

1.310 

1475 

1,125 



Sales of Nsw One FamMy Homes (1000 units) 









New Offerings 

447 

515 

688 

869 

828 

750 

625 



Sales 

519 

549 

646 

819 

817 

750 

700 



Change in Inventory 

-72 

-34 

42 

50 

11 

0 

-75 



Mobile Home Shipments 

329 

213 

246 

277 

276 

265 

225 
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Table 39.3 


3. Domestic Corporate and Foreign Bonds Sold In United States ($ billions) 



1974 

Annua Net Increase! in Amounts OumanrSng 

1975 1978 1977 1978 1979* 


Bom—tic Corporate 










•Public Straight Issues: 










•Long 

17.1 

17.8 

17.3 

ia7 

142 

ia3 

252 



•Medium 

78 

13.1 

7.3 

3.3 

3.6 

56 

10.0 



•Private Straight Issues’ 

7.1 

9.0 

13.8 

18.3 

20.0 

18.5 

18.5 



•Convertible Issues 

0.5 

1.4 

1.0 

0.6 

0.4 

2.0 

1.4 



•Less Maturities and Retirements 

5.7 

7.6 

8.2 

a2 

a7 

132 

15.1 



•Exchanges (Net of Conversions) 

0.1 

-0.8 

-0.5 

-0.3 

-05 

-0.3 

-0.5 



Net Issuance 

269 

32.9 

30.7 

32.4 

29.0 

30.9 

39.5 

4315 

3s 

Foreign Sold in U5. 










•Canadian Issues 

1.9 

3.3 

5.7 

Z8 

3.7 

Z2 

2.0 



•Other Countries Issues 

0.8 

1.6 

2.4 

2.0 

2.6 

1.5 

1.7 



•International Issues 

0.6 

2.0 

2.4 

Z1 

0.6 

0.7 

1.0 



•Less Retirements* 

1.1 

0.7 

2.1 

1.9 

2.4 

ZS 

Z5 



Net Issuance 

2.2 

6.2 

8.4 

ao 

4.5 

1.9 

22 

44.6 


Comtolnsd ||§t leeiMnco 

29.1 

39.1 

39.1 

375 

335 

325 

42.7 

4755 

1 

O-» « 

vwnvfin^i 










Mutual Savings Banks 

0.8 

3.5 

2.8 

1.1 

0.1 

-0.9 

0.8 

20.7 

9e 

Life Insurance Companies 

4.0 

9.1 

16.9 

18.6 

17.0 

153 

16.0 

173.6 

9b 

Property Liability Companies 

2.0 

2.2 

3.9 

3.6 

3.2 

3.3 

7.0 

26.1 

9b 

Private Noninsured Pension Funds 

4.7 

2.8 

1.3 

6.5 

8.2 

ao 

6.7 

59.8 

9b 

State & Local Retirement Funds 

7.0 

4.1 

3.3 

4.0 

5.4 

5.8 

7.6 

872 

9b 

Foundations & Endowments 

0.7 

0.8 

0.7 

0.6 

0.7 

0.6 

0.6 

14.1 

9b 

Taxable Investment Funds 

-0.4 

1.0 

2.2 

1.1 

-0.9 

0.8 

1.2 

6.4 

9c 

Security Brokers & Dealers 

-0.1 

0.2 

0.5 

-0.1 

-0.1 

0.0 

0.0 

0.4 

9c 

Total Nonbank Institutions 

18.7 

23.7 

31.6 

35.4 

33.6 

30.9 

39.9 

3665 

9 

Commercial Banks 

1.0 

1.8 

-0.6 

-0.3 

-0.6 

0.5 

0.8 

6.9 

10 

Foreign* 

1.4 

1.6 

0.8 

1.0 

ae 

05 

1.0 

6.5 

11 

Residual: Households Direct 

8.0 

12.0 

7.3 

1.3 

-0.1 

ae 

1.0 

715 

12 

Total Ownership 

29.1 

39.1 

39.1 

37.4 

335 

325 

42.7 

4795 

A 
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Table 39.4 


5. U.S. Treasury Debt ($ billions) 


Annual Nat In cr aaa — in Amounts Outstandng Amt Out . Table 

1974 1975 1978 1977 1978 1979* 1980* 3f Oec79« Reler. 


Ou Uta odtoq 

MarfeMtotes: 


Bills 

11.9 

37.8 

6.5 

—2.9 

0.6 

6.3 

19.6 

168.0 


Coupons 

0.7 

42.6 

51.6 

41.5 

27.0 

30.2 

29.3 

356.0 


Nonmarketables. etc.: 

Gov’t Acc't Series 

11.1 

0.3 

10.3 

10.0 

17.8 

23.4 

18.0 

1832 


State & Local Series 

0.2 

0.6 

3.3 

9.4 

10.4 

-02 

-1.0 

24.1 


Foreign Govt Series ($) 

-3.3 

-1.2 

0.8 

0.2 

6.4 

-4.7 

5.0 

22.7 


Foreign Pubic Series (Non $) 

0.0 

0.0 

-0.1 

-0.3 

1.0 

3.1 

4.0 

52 


Savings Bonds 

3.0 

4.1 

4.4 

4.8 

3.9 

-0.7 

0.6 

80.4 


Guaranteed & Noninterest-Bearing 1 

1.4 

-1.5 

0.1 

2.6 

3.1 

-4.3 

0.0 

3.1 


Total Public & Guaranteed Treasury 2 

25.1 

82.6 

76.9 

65.4 

70.3 

52.9 

75.5 

842.7 


Less HCMwigs on 

U.S. Trust Funds 

11.6 

-1.9 

7.8 

7.8 

15.2 

21.0 

16.5 

191.0 


Federal Agencies 

0.3 

1.5 

1.5 

-3.4 

0.5 

04 

-1.0 

1.2 


Federal Reserve Banks 

2.0 

7.4 

9.0 

5.5 

7.1 

6.4 

5.0 

116.0 


rnvsisvy nwa 

11.2 

75.6 

864 

584 

474 

284 

864 

9344 

6 

Ownership 

Mutual Savings Banks 

-0.4 

22 

1.1 

0.1 

-0.9 

-1.4 

-1.0 

3.6 

9a 

Savings & Loan Associations 

0.0 

1.3 

3.7 

-1.3 

1.5 

-0.5 

-1.5 

9.0 

9a 

Credit Union* 

0.1 

0.3 

0.2 

0.1 

0.0 

0.0 

0.5 

1.4 

9a 

Life Insurance Companies 

-0.1 

1.4 

0.6 

-0.1 

-0.5 

0.2 

0.3 

5.0 

9b 

Property Liability Companies 

0.4 

2.5 

3.1 

3.3 

0.9 

1.3 

3.0 

16.5 

9b 

Private Noninsured Pension Funds 

-0.1 

4.9 

3.4 

3.9 

-1.0 

2.7 

2.5 

17.2 

9b 

State & Local Retirement Funds 

0.0 

1.3 

2.3 

2.7 

1.0 

1.7 

1.5 

11.2 

9b 

Foundations & Endowments 

-0.4 

0.0 

0.2 

-0.1 

-0.1 

0.1 

0.0 

0.6 

9b 

Money Market Funds 

0.1 

0.8 

0.1 

-0.3 

0.4 

1.6 

2.5 

2.7 

9c 

Taxable Investment Funds 

0.4 

0.0 

0.0 

0.2 

-0.2 

0.3 

0.7 

1.9 

9c 

Security Brokers & Dealers 

02 

-0.1 

2.4 

-0.7 

-3.0 

0.3 

0.5 

2.4 

9c 

Total Nonbank Finance 

0.2 

14.6 

17.1 

7.8 

-1.9 

6.3 

9.0 

71.5 

9 

Commercial Banks 

-4.1 

29.8 

17.9 

-2.4 

-7.1 

0.2 

-5.0 

91.9 

10 

Business Corporations 

0.9 

9.5 

2.3 

-5.8 

-7.1 

-0.5 

4.5 

1.0 

11 

Stale & Local Governments 

0.0 

3.3 

5.4 

a7 

10.0 

1.5 

0.0 

56.4 

11 

Foreigners 

4.0 

7.9 

12.1 

312! 

28.7 

-16.0 

16.0 

123.7 

11 

Residual: Households Direct 

10.2 

10.5 

3.8 

16.0 

24.9 

33.5 

30.5 

190.0 

12 


11.2 75j6 


56J 174 284) 864) 9)44 
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Table 39.5 


6. Federal Agency Debt ($ billions) 



1974 

Annual Net Increstss in Amoues OutstandtoQ 
1975 1976 1977 1978 1979* 

Atm. Our. Table 

I960* 3fDec79* Refer. 

Budgeted & Fodoraly Sponsored AQandec 
Federal Homo Loon Banks 6.5 

-3.0 

-2.1 

1.4 

13.3 

a7 

1.5 

38.5 


FNMA & Othor Housing Credrt 

5.2 

2.3 

0.6 

1.3 

9.9 

12.0 

ao 

532 


Farm Credit Total 

52 

3.3 

42 

2.1 

32 

8.7 

9.0 

53 2 


Othor Agendas 

02 

-0.5 

-0.6 

-0.8 

-1.5 

-1.0 

-0.5 

9.0 


Total 

17.1 

2.1 

2.1 

4.0 

25.0 

26.4 

18.0 

154.5 


Mortgage Pod Securities Guaranteed by: 
GNMA 3.9 

6.5 

12.3 

142 

9.5 

17.0 

22.0 

71.3 


FHLMC 

0.0 

1.6 

1.1 

3.9 

52 

4.0 

52 

15.9 


Farmers’ Home Administration 

1.9 

22 

2.3 

2.3 

32 

7.0 

9.0 

29.4 


Total 

5.8 

10.3 

15.7 

20.5 

182 

28.0 

36.5 

116.6 


Combined Total 

22.9 

12.4 

17.8 

24.5 

432 

54.4 

54.5 

271.1 


Laos Holdings of: 

Trust Funds & Federal Reserve 

32 

0.9 

0.9 

1.4 

-0.7 

0.5 

-02 

92 


Federal Rnandng Bank' 

2.5 

4.5 

3.7 

5.3 

7.7 

12.0 

13.5 

352 


riivMiy rma 

17.2 

72 

132 

172 

362 

412 

412 

2292 

▼ 

Ownership 

Mutual Savings Banks 

0.3 

1.7 

2.9 

2.6 

1.7 

£0 

2.4 

15.4 

9» 

Savings & Loan Associations 

1.2 

4.1 

0.7 

4.9 

6.7 

5.0 

7.0 

19.8 

9a 

Credit Unions 

0.3 

0.8 

02 

0.4 

0.0 

0.1 

0.5 

3.9 

9a 

Life Insurance Companies 

02 

0.4 

0.9 

1.7 

2.4 

2.1 

3.6 

8.5 

9b 

Property UabiRty Companies 

0.2 

0.3 

0.5 

0.5 

0.4 

22 

2.5 

27 

9b 

Private Noninsured Pension Funds 

12 

0.3 

1.6 

2.5 

4.1 

ao 

4.5 

19.8 

9b 

Stale & Local Retirement Funds 

0.5 

12 

2.6 

2.5 

32 

45 

5.6 

16.5 

9b 

Foundations & Endoasnents 

0.3 

0.3 

0.1 

0.4 

0.3 

-02 

Oil 

1.7 

9b 

Money Market Funds 

02 

0.1 

0.1 

0.1 

1.1 

22 

ao 

4.1 

9t 

Securities Brokers & Dealers 

0.4 

-0.9 

-02 

0.0 

-0.5 

1.5 

ao 

12 

9c 

Total Nonbank Institutions 

4.8 

8.3 

9.7 

15.6 

19.7 

22.7 

312 

97.3 

9 

Commercial Banks 

3.7 

0.8 

2.1 

0.6 

5.7 

ao 

0.5 

452 

10 

Business Corporations 

1.4 

-0.8 

0.0 

-0.4 

0.7 

-02 

ao 

32 

11 

State & Local Governments 

1.1 

-0.6 

-0.4 

0.6 

22 

0.7 

1.0 

82 

11 

Foreign 

-0.5 

-1.0 

0.0 

2.7 

1.1 

0.7 

0.1 

7.1 

11 

Residual: Households Direct 

6.7 

0.3 

1.8 

-12 

6.9 

16.1 

a7 

63.9 

12 

Total Ownership 

172 

72 

132 

172 

362 

412 

412 

2292 

a 

oummvry uv mvsmf npQ rMW uvoi 

US. Treasury 112 

75.6 

58.6 

55.5 

47.5 

25.0 

55.0 

5342 

S 

Federal Agency 

17.2 

7.0 

132 

17.8 

362 

41.9 

41.5 

225.5 

A 

Total 

28.4 

82.6 

71.8 

73.3 

83.8 

66.9 

96.5 

760.0 

1 


'Of Mrtpgs pool Mrarite. 
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Table 39.6 
8. Loans 1 ($ billions) 
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Table 39.7 


9. Summary for Nonbank Finance ($ billions) 



1974 

Annual Net mcreeses in Amounts Outeandkig 
1975 1978 1977 1978 1979* 

Amt Out. Table 

I960* 3fOec79* Refer. 

Thrift Institutions 

Mutual Savings Banks 

32 

10.6 

12.7 

11.3 

9.3 

4.7 

S5 

148.7 

9e 

Savings A Loan Associations 

19.8 

37.7 

50.6 

632 

622 

5S9 

47.8 

529.9 

9e 

Credit Unions 

2.8 

5.4 

6.7 

7.3 

8.7 

SI 

4.5 

59.5 

9e 

Total Cvsdtt 

254 

53.7 

704) 

81J 

802 

96.7 

594 

738.1 

1 

Insurance, Pensions A Cndosensnti 

Ufa Insurance Companies 

10.3 

15.3 

22.3 

25.8 

29.9 

29.9 

31.1 

318.0 

9b 

Property Liability Companies 

4.8 

7.6 

12.9 

17.9 

162 

1S9 

ISO 

118.9 

9b 

Private Noninsured Pension Funds 

5.8 

7.9 

6.3 

132 

11.7 

13.1 

ISO 

102.1 

9b 

& Local Retirement Funds 

7 2 

9.0 

10.7 

9.6 

11.4 

142 

162 

133.0 

9b 

Foundations & Endowments 

0.9 

1.1 

0.9 

0.8 

1.0 

0.7 

0.8 

18.6 

9b 

Total Credit 

2941 

404 

53.1 

672 

702 

7S1 

914 

6904 

1 

Money Market Funds 

1.0 

0.7 

0.4 

-0.2 

52 

17.9 

14.0 

25.1 

9c 

Municipal Bond Funds 

1.1 

22 

3.1 

4.4 

2.9 

32 

42 

19.7 

9c 

Taxable Investment Funds 

-0.4 

0.8 

1.1 

25 

02 

2.0 

22 

12.6 

9c 

Total Credtt 

mn 

3.7 

4J 

8.7 

84 

232 

20.7 

574 

1 

Other Nonbsnk Finance 

Real Estate Investment Trusts 

0.1 

-4.8 

-3.8 

-2.4 

-1.0 

-0.7 

-02 

52 

9c 

Mortgage Corporations 

-12 

0.1 

0.5 

1.9 

26 

1.0 

0.8 

10.7 


Finance Companies 

4.9 

12 

9.0 

18.7 

18.3 

23.6 

1S5 

164.0 

9c 

Security Brokers & Dealers 

0.1 

-0.9 

3.0 

-0.6 

-4.0 

1.7 

3.4 

5.6 

9c 

Total Credtt 

34 

-42 

8.7 

174 

154 

254 

194 

1954 

1 

Total Nonbsnk Finance 

U.S. Governments 

02 

14.6 

17.1 

7.8 

-1.9 

S3 

9.0 

71.5 

5 

Federal Agencies 

4.8 

8.3 

9.7 

15.6 

19.7 

22.7 

312 

97.3 

6 

Open Market Paper 

1.5 

0.9 

-0.3 

1.1 

7.9 

20.7 

13.7 

41.9 

7 

Corporate & Foreign Bonds 

18.7 

23.7 

31.6 

35.4 

33.6 

30.9 

39.9 

3882 

3 

Mortgages 

222 

X.0 

49.5 

72.5 

71.7 

67.9 

5S4 

7464 

2 

Stale & Local Securities 

2.8 

S7 

12.3 

15.7 

14.9 

12.4 

102 

104.9 

4 

Business Loans 

4.8 

Z1 

5.4 

102 

82 

10.5 

SO 

734 

S 

Consumer Loans 

5.4 

5.7 

11.1 

ISO 

20.4 

192 

12.0 

1472 

1 

Total Credtt 

6tU 

9441 

1384 

1734 

1744 

1904 

1904 

1471.7 

1 

Stocks 

4.8 

11.2 

15.1 

152 

9.4 

8.1 

ISO 

3062* 

3c 

Other Assets 

12.7 

13.0 

122 

15.0 

18.4 

162 

19.1 

2092 


Total Aeeete 

772 

1182 

183.7 

2034 

2024 

2144 

2094 

2,1872 



■At 
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Table 39.8 


10. Commercial Banks ($ billions) 



1974 

Annual Net mcrsssss in Amounts Outstanding 

1975 1976 1977 1978 1979* 


Loans to (or for): 

Domestic Corp . Bus .. Term 

11.5 

-2.3 

-3.0 


10.7 

17.4 

11.0 

95.7 

▼3b 

Domestic Corp- Bus.. Short-Term 

14.3 

-9.0 

6.7 

18.3 

14.7 

19.6 

18.0 

144.9 

▼3b 

Domestic Noncorporate 

-0.7 

- 2.0 

-2.9 

0.0 

0.0 

1.0 

2.3 

9.0 

▼ 

Foreign 

1.0 

- 0.2 

0.1 

0.4 

9.4 

3.0 

6.0 

28.0 

▼ 

Finance Companies 

0.7 

- 2.8 

- 2.1 

0.7 

3.9 

4.3 

2.6 

25.1 

▼.9c 

Other Nonbank Finance 

4.0 

-0.9 

-1.7 

- 1.0 

- 1.1 

1.0 

2.7 

9.0 

▼ 

Total Business 

30.8 

-17.2 

-2.9 

20.5 

37.6 

46.3 

42.8 

311.7 

8 

Agriculture 

0.9 

1.9 

4.5 

3 2 

2.5 

2.0 

£0 

32.4 

▼ 

Security 

- 2.1 

2.2 

6.2 

1.8 

-3.0 

4.7 

1.0 

24.3 

▼ 

Miscellaneous 

-0.7 

- 0.1 

0.1 

0.4 

3.9 

-1.3 

0.0 

6.9 

▼ 

Total Other 

-1.9 

4.0 

10.8 

5.4 

3.4 

5.4 

3.0 

63.6 

8 

Mortgage 

13.0 

4.1 

15.1 

27.7 

35.0 

37.6 

34.5 

251.6 

2 

Consumer Instalment 

3.6 

2.9 

10.8 

18.6 

23.8 

20.5 

18.0 

156.7 

8 

Consumer Noninstalment 

- 0.8 

0.2 

1.2 

3.6 

3.1 

33 

2.9 

233 

8 

Total Loans 

44.7 

- 6.0 

35.0 

75.8 

102.9 

113.1 

101.2 

607.4 


U.S. Governments 

-4.1 

29.8 

17.9 

-2.4 

-7.1 

0.2 

-5.0 

91.9 

5 

Open Market Paper 

1.6 

1.1 

3.2 

02 

-2.3 

- 1.0 

- 2.0 

8.4 

7 

Federal Agencies 

3.7 

0.8 

2.1 

0.6 

5.7 

£0 

0.5 

45.8 

6 

Corporate & Foreign Bonds 

1.0 

1.8 

- 0.6 

-0.3 

- 0.6 

0.5 

0.8 

6.9 

3 

State & Local Securities 

5.7 

2.4 

2.0 

9.6 

8.4 

9.5 

4.5 

131.5 

4 

Total Credit 

52.6 

29.9 

59.6 

83.5 

107.0 

124.3 

100.0 

1J0013 

1 

Reserves 

-0.3 

0.8 

- 1.0 

3.5 

5.9 

-1.5 

- 1.0 

452 
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Bank of Japan 

Financial Diagnosis: Japan 

( 1992 ) 


1. Financial Surpluses and Deficits 

A substantial narrowing in die corporate business sector’s financial deficit 1 (re¬ 
versing the rapid expansion in the four years from 1987) stands out as perhaps die 
most prominent feature of money flow during 1991 (see Table 40.1 and Figure 
40.1). As a result, the overall financial surplus in the domestic nonfinancial sector 
expanded almost SO percent, despite the moderate decline in the surplus in the 
personal sector. On the other hand, the financial deficit in the overseas sector (i.e., 
Japan’s current account surplus measured in yen terms), which is the mirror image 
of the domestic nonfinancial sector, grew for die first time in five years . % 3 

The above trends in Japan’s domestic sector are fundamentally a reflection of 
die downturn in corporate investment in plant and equipment and inventories, 
itself a reflection of die adjustment phase the economy entered following die 
prolonged expansionary period that began in the October-December quarter of 
1986 and that peaked in 1991. Indeed, similar fund-flow trends have been ob¬ 
served during previous economic downturns. 

Nonetheless, die corporate business sector’s financial deficit in 1991 was 
equivalent to 6.8 percent of nominal GNP, far larger than recorded in earlier 
adjustment phases, which plainly attests to die high level of such investment 

2. Fond Raising and Investment 

In 1990, the amount of funds raised as well as invested in die domestic nonfinan¬ 
cial sector turned downward from the previous year, reversing an extended up¬ 
trend that lasted for several years. This turnaround was sustained in 1991, which 


Excerpted, with permission, from Bank of Japan, Flow of Funds in Japan, 1991, 
Research and Statistics Department Special Paper No. 220 (Tokyo: Bank of Japan, June 
1992), 6-21. 
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saw unprecedented declines. The narrowing trend in fund flows to/from the 
overseas sector also continued. These developments together contributed to a 
conspicuous shrinking in die volume of funds raised and invested, both domesti¬ 
cally and overseas. 

First, on an incremental change basis (Table 40.2), in 1991 the amount of 
funds raised by the domestic nonfmancial sector plunged 42.3 percent from the 
year before (as compared with a 7.9 percent dip in 1990). Funds invested were 
off 39.0 percent (down 11.6 percent in 1990). Clearly, both declines are far 
larger even than those of 1990, which until now had been the largest on record 
since statistics were first started in 1954. 

Examination of the changes by sector reveals that funding (i.e., fund raising) 
was down 42.6 percent in the corporate business sector, which also experienced 
a ¥1.4 trillion net decline in investments. Funding and investments fell a respec¬ 
tive 47.0 percent and 23.9 percent in the personal sector and, in the public sector, 
were off 31.4 percent and 18.5 percent Indeed, in every sector, funding and 
investment figures dropped significantly, and the corporate business sector dis¬ 
played its first net decline in the investment of funds. 

By type of transaction, funding based on borrowings further fell, chiefly in the 
corporate and personal sectors. It was off 5.7 percent from the previous year in 
1990 but slipped steeply, by 34.7 percent in 1991. Net declines were posted in 
amounts funded through commercial paper (CP) and external borrowings. 
Though increases were seen in terms of external bonds, particularly Euroyen- 
denominated straight bonds, the continued sharp downturn in stocks, coupled 
with a net drop in the level of funding from short-term government securities, 
effectively sustained the overall securities decline, which in 1991 widened to 
27.0 percent, from 22.8 percent the year before. 

On the investment front, a net ¥2.8 trillion drop was seen in the amount of 
funds in stocks and other negotiable securities because of declining stock prices. 
The scale of die net decline in investment trust funds also widened in 1991, to 
¥4.5 trillion from ¥2.5 trillion the year before. Funds deployed in cash and 
deposits, foreign credit, insurance, and trusts receded across die board. 

Figures on fund flows between die domestic (including die financial sector) 
and overseas sectors underscore a shift to deep net declines in the short-term 
external assets and liabilities of authorized foreign exchange h anks . The corpo¬ 
rate business sector posted a net decline in external liabilities, as well as a 
substantial reduction in levels of overseas direct investment compared with the 
year before. In effect, 1991 continued the previous year’s downtrend in the flow 
of funds to/from the overseas sector (see Table 40.3). 

The above funding and investment trends appear to be a manifestation of 
financial surpluses/deficits among economic entities, which reflected changes in 
the real economy, coupled with synergistic influences from a variety of factors in 
die financial environment Namely, (1) the corporate business sector had histori¬ 
cally high liquidity, and wide leeway to draw on it; (2) in 1990 and into 1991, 
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the traditional spread between the rate of return on financial assets and the cost 
of fund-raising was restored; from about 1985, an inverse relationship had devel¬ 
oped, effectively pushing the rate of return on financial assets above the cost of 
fund-raising; (3) the slowdown gathered momentum, and spiraling land values 
and prices of golf club memberships and other assets (besides equities) reversed, 
thus stifling speculative investment activity; and (4) financial institutions contin¬ 
ued placing priority on profitability and strengthening risk management Under 
these circumstances arbitrage transactions (fund-raising by economic entities to 
invest in financial asset activities) continued to unwind. 

3. Fund Intermediation in the Broadly Defined Financial Market 

Plunge in Intermediation Through the Domestic Securities Market 

The broadly defined financial market serves (see Figure 40.2) as the intermediary for 
the funding and investment operations of the economic sectors discussed in the 
preceding section. In 1991 die aggregate amount of funds intermediated (supplied) 
was 42.5 percent less than in the previous year. Within die context of this drastically 
smaller market, we will focus on intermediation channels and type of funds supplied 
by the financial, domestic nonfinancial, and overseas sectors to meet demand for 
funds in the domestic nonfinancial, and overseas sectors. 4 

Of the funds supplied through the broadly defined financial market (see Figure 
40.2 and Table 40.4), the share of funds supplied to the overseas sector slipped 
significantly in 1990, while that to the domestic nonfinancial sector correspondingly 
widened, and the resultant balance was largely maintained through 1991. (The share 
of funds supplied to the overseas sector was 26.6 percent in 1989, 14.4 percent in 
1990, and 14.9 percent in 1991; corresponding figures for the domestic nonfinancial 
sector were 73.4 percent, 85.6 percent, and 85.1 percent) 

Data on intermediation channels (markets) in 1991 underscore a net decline of 
¥4.8 trillion in the supply of funds to the domestic nonfinancial sector by the 
securities market (i.e., investments by this sector in domestic securities, Channel 
E). Although issues of straight bonds headed upward, equity-linked issues re¬ 
mained slack. This, coupled with expanded sales of stock holdings by the domes¬ 
tic nonfinancial sector to die overseas sector, resulted in die market’s net decline. 

By contrast, the share of total funds supplied by the foreign capital market 
(investments in Japan by the overseas sector, Channel F) to the domestic nonfi¬ 
nancial sector demonstrated a substantial increase, to 21.7 percent from 9.1 
percent in 1990. Greater foreign bond issuance (e.g., Euroyen bonds) by the 
corporate business sector, coupled with growth in the acquisition of Japanese 
stock by the overseas sector, proved influential factors behind this expansion. 

The total supply of funds through financial institutions to the domestic nonfi¬ 
nancial sector (Channel D) fell almost 40 percent from die prior-year level, 
attributable to a net decline in CP holdings; a downturn in negotiable securities 
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investment; and a contraction in loans, the core source of supply. Nonetheless, 
financial institutions still accounted for a larger share of all funds supplied to the 
domestic nonfmancial sector in 1991. 

The share of loans supplied by private financial institutions continued to 
narrow, dropping from 82.6 percent to 70.7 percent of the total. By contrast, 
public financial institutions (e.g., government financial institutions, die Ministry 
of Finance’s Trust Fund Bureau, and postal savings) accounted for a signifi¬ 
cantly larger, 29.3 parent, share of loaned funds, up from 17.4 percent in 
1990. In effect, the downturn in government loans was minimal and die volume 
of loans firm die Trust Fund Bureau grew. 

Among private financial institutions, “all banks” (member h anks of the Feder¬ 
ation of Bankers’ Associations of Japan) and specialized financial institutions for 
small businesses provided a sharply diminishe d supply of funds. Funds from 
foreign banks in Japan shifted to a net ¥500 billion decline. Largely owing to the 
stock market slump and resultant ebb in margin trading, funding from securities 
companies also registered net declines for die second consecutive year: The ¥2.8 
trillion net drop in 1990 was followed by another ¥2.4 trillion slide in 1991. 

As for die supply of funds to the overseas sector (Channels G and H), investments 
in foreign securities by financial institutions climbed in 1991 (they increased signifi¬ 
cantly for investment trusts and trust banks but fell sharply for authorized foreign 
exchange banks). By contrast, foreign direct investment and investment in foreign 
securities by Japanese companies trended lower by a wide margin. 

By transaction, the proportion of funds supplied through securities (i.e., die 
aggregate of investments in domestic CP and other domestic securities by finan¬ 
cial institutions, domestic securities investments by the nonfmancial sector and 
overseas sector, and foreign securities investments) widened from 25.0 percent 
in 1990 to 31.6 percent, reflecting die growth of funding levels in domestic 
securities investments from abroad (foreign capital market). 

4. Recent Changes in Fund-raising and Investment Activities 

Sections 1 and 2 discussed financial surplus/deficit trends in each economic 
sector, as well as effects on funding and investment. One characteristic of recent 
fund-flow movements is that, in addition to forces in the real economy, they are 
also influenced by fluctuations in land values and stock prices as well as the 
value of other assets. This section takes this factor into consideration in striving 
to present a somewhat longer-term outlook of fund flows. 

Changes in the Fund-raising and Investment Activities 
of Economic Entities, and Underlying Factors 

The financial surpluses and deficits in each economic sector have been observed 
to move in line with economic developments. In effect, trends in these sur- 
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pluses/deficits are shaped by differentials between savings and investment in the 
real economy. 

To identify the relationships between surplus/deficit trends and the course of 
funding and investment, it is instructive to examine the corporate business sector, 
which is the most sensitive to developments in the economy at large. From the 
rapid expansionary period of the late 1960s and early 1970s up to the mid-1980s, 
the level of fund-raising by this sector held relatively steady at some two- to 
threefold the level of its financial deficit (see Figure 40.3). 5 This appears to be a 
result of the fund-raising patterns adopted by many corporations that sought not 
only to cover their financial shortfalls from year to year but also to build levels 
of liquidity appropriate to the economy’s scale of growth. The data also show 
that the balance of financial assets in the corporate business sector held firm at 
about 50 percent of nominal GNP up to about 1980 (see Figure 40.9). In the 
personal sector, the level of investment remained relatively steady at about 1.5 
times the size of the sector’s financial surplus. 6 

Funding and investment levels appear to have been behind major shifts in the 
flow of funds among economic sectors, once in the second half of the 1980s, and 
again in about mid-1990. Viewing these shifts as key turning points, it is worth¬ 
while to examine and compare funding and investment trends in the highly 
volatile corporate business sector and private sector over three periods: 1980-84, 
1985-89 (the “asset price-steep rise” phase), and 1991. (Trends for 1990 are not 
factored into Figures 40.4 and 40.5 since they fall between the second and third 
periods under consideration here.) 

During the “asset price-steep rise” phase, the average financial deficit in the 
corporate business sector (see Figure 40.4) moved at levels seen in the first half 
of the 1980s. In the meantime, fund-raising to invest in financial asset activities 
heated up, as evidenced by the growth of borrowing; issuance of CP, convertible 
bonds, and bonds with warrants attached; and by the growth of investments in 
time deposits, stocks, and trusts; and overseas credit. As a result, the scale of 
both funding and investment demonstrated explosive growth. 

Though the sector’s financial deficit remained high in 1991, fund-raising to 
invest in financial asset activities in general headed down, as seen in the net 
decline of CP issues and overseas borrowing for investment purposes. In effect, 
total funding settled back to a level corresponding with die sector’s financial 
deficit, while the level of investment displayed its first net decline since relevant 
records have been kept. As these developments attest, 1991 contrasted sharply 
with trends through the preceding “asset price-steep rise” phase. 

In the personal sector (see Figure 40.5), funding activities during the “asset 
price-steep rise” phase were characterized by a sharp upsurge in consumer credit and 
borrowings, which spurred a tempo of investment that far outstripped growth of the 
sector’s financial surplus. In 1991, however, the scale of such credit and borrowings 
began to subside, while the upbeat pace of investment fell back to show only 
marginal growth as stocks and other negotiable securities exhibited net declines. 
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At least three factors played a crucial underlying role in die expansion of 
investment and funding during die “asset price-steep rise” phase, which was 
followed by a contraction in investment and funding from 1990 onward. 

First of all, the growth of fund-raising to invest in trading was largely a 
product of the rise in investment return rates above the cost of fund-raising, and 
die resultant improvement in the rate of return on financial assets. It is instructive 
to examine the relationship between the rate of return on financial assets 7 and the 
long-term prime lending rate, which is one yardstick to assess die cost of fund¬ 
raising (see Figure 40.3). In general, the former trended below die latter until 
about 1985. Thereafter, progress in monetary relaxation pushed die interest rate 
on procured funds sharply lower. By contrast, the margin of decline in the rate of 
return on financial assets was relatively insignificant, owing in part to the rise in 
prices of stocks and other assets. 

So the traditional spread between die rate of return on financial assets and 
interest rates 8 on fund-raising had reversed, and this in turn provided a strong 
fund-raising incentive to the corporate business sector. Debt-based speculative 
investments thus grew briskly. (In 1986 the volume of procured funds amounted 
to 7.7 times the size of the sector’s financial deficit.) 

In 1989, however, the interest rate on procured funds moved back up, closely 
tracking the rate of investment return. As a result, the volume of procured funds 
dipped to a level less than three times the scale of the financial deficit In 1990 
the former relationship returned, with the cost of fund-raising once again moving 
higher than investment return. From that point on, most companies opted to draw 
down their high levels of liquidity rather than borrow new money or effect new 
equity financing, thus fostering a close one-to-one correspondence in the level of 
procured funds and the financial deficit. 

The second factor was the changed stance of financial institutions with re¬ 
spect to lending and interest rates. At one point during the “asset price-steep 
rise” phase, interest rates on large-denomination time deposits trended higher 
than the rate on CP issues and the short-term prime lending rate (see Figure 
40.6). While it continued, this state of affairs encouraged an expanded level of 
funding activity by the corporate sector. Since 1990, however, financial institu¬ 
tions have given greater consideration to both profitability and the need to mini¬ 
mize risk. This has had the effect of trimming procurement for the purpose of 
investing in activities based on interest-rate arbitrage. 

Lending attitudes have also turned prudent. Bank loans to three sectors (real 
estate, construction, and financial institutions) climbed steeply in 1986 and 
1987. Since 1990, however, the growth of such loans has been slower and, in 
volume terms, was almost flat in 1991, largely because of restrictions on the 
growth of the outstanding balance of loans to die real estate sector. This develop¬ 
ment has strongly promoted a downtrend in overall loans (see Figure 40.7). 

The third key influence is seen as having come from borrowing trends in the 
personal sector. Essentially what happened is that the volatile levels of consumer 
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credit and other borrowings in this sector moved in response to asset price trends 
rather than private consumption trends. In particular, the scale of consumer credit 
expanded at an average pace of SO percent or more, year after year, during die 
“asset price-steep rise” phase, chiefly in die form of large loans whose deploy¬ 
ment is at die discretion of the borrower. This trend abruptly lost momentum 
thereafter. It appears also to have been driven by fluctuations in die prices of 
stock, real estate, golf club memberships, and other assets (see Figure 40.8). 
Other borrowings also appear to have been greatly influenced by those of securi¬ 
ties companies to finance their margin trading activities during the “asset price- 
steep rise” phase. 

Changes in the Tempo of Financial Asset Accumulation 

Such shifts in the flow of funds for funding and investment activities have 
demonstrated a clear influence on the tempo of financial asset accumulation. In 
die domestic nonfinancial sector, the personal sector in particular, the balance of 
funds in financial assets had widened at a pace outstripping growth of no minal 
GNP. During the “asset price-steep rise” phase, the above-cited movements in 
die flow of funds and the influence of capital gains from investments in stock 
and other assets 9 combined to accelerate the pace of asset accumulation (see 
Figure 40.9). 

As noted earlier, assets in the corporate sector corresponded to about 50 
percent of nominal GNP until about 1980. From that point on, their value began 
to climb faster. The pace quickened sharply in 1985 and thereafter, primarily in 
response to the increased flow of corporate funds into stocks and large-denomi¬ 
nation time deposits. By 1989 the sector’s assets were 120 percent of no minal 
GNP. In 1990, however, the asset balance began to contract, reflecting the slug¬ 
gish pace of asset investments and the influence of capital losses from the drop 
in stock prices. Finally, in 1991, a net decline in investments in financial assets 
prompted yet a further contraction in the ratio of assets to no minal GNP. 

Money accounts constitute the bulk of the balance in corporate and personal 
financial assets. Shifts in funding and investment in the personal and corporate 
sectors have had a greater impact on money supply (M2+CDs) and broadly 
defined liquidity than have changes in the course of tire real economy. Specific¬ 
ally, the expanded volume of deposits, particularly those bearing market-deter¬ 
mined interest rates, fueled money supply growth (average annual growth of 
M2+CDs) during the “asset price-steep rise” phase. Hence the tempo reached 
double-digit levels by the autumn of 1990, but in 1991 had dropped to as low as 
2 percent. 

In terms of supply, the balance sheet for the domestic nonfinancial sector as a 
whole helps to explain this volatility (see Figure 40.10). The expanded scale of 
loans to this sector from financial institutions was the key factor underlying 
money supply growth during the “asset price-steep rise” phase. Heightened de- 
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mand for funds during the economy’s expansionary period accounted for part of 
the growth in the supply of loans. Also of major importance, however, was die 
enormous surge in loans to the three sectors (real estate, etc.) as well as to die 
corporate sector to profit from interest-rate arbitrage. Concerning the growth of 
credit other than loans, bank holdings of industrial bonds and CP expanded some 
¥10 trillion in 1987 and again in 1988. This, too, served to sharpen the pace of 
growth in money supply. 10 

From the second half of 1990, money supply lost much of its expansionary 
momentum, chiefly as a result of the slowdown in the real economy and the 
subsequent slump in demand for funds. Other factors, such as the stagnant pace 
of transactions in real estate and other assets, the dwindling level of trading for 
arbitrage purposes, and the net decline in the holdings of corporate debentures 
and CP by financial institutions, have all contributed to the abrupt contraction of 
money supply growth. The shift of funds to postal savings and other instruments 
outside the money supply also has been influential. 

Several factors suggest that it is inappropriate to view the recent slow¬ 
down of the growth in financial assets and liabilities as detrimental to the 
smooth operation of corporate finance. First, as a proportion of nominal GNP 
(see Figure 40.9), the balance of financial assets in the corporate sector has 
declined from its 1989 peak. Its level at the end of 1991, however, was still 
above that seen prior to 1985. Second, as underscored in the Bank of Japan’s 
Short-Term Economic Survey of Enterprises, except for real estate and a few 
other business sectors, there is no apparent tightness in terms of financial 
position among corporate business sectors. Third, average contracted interest 
rates on loans have fallen steadily. 

Observed in terms of recent trends in the flow of funds, the slowdown in the 
growth of financial assets/liabilities can be interpreted as a manifestation of die 
process of eliminating the excesses created by the intense fund-raising efforts for 
investment purposes witnessed during the recent period of steep rises in asset 
prices. It is thus important that attention should focus on the longer-term patterns 
of corporate and household funding and investment, and that future fund-flow 
trends should be viewed from the above perspective. 


Notes 


1. Financial surpluses/deficits in flow-of-funds accounts are the net of changes in the 
financial assets/liabilities of each economic sector for a given terni. (A plus symbol 
indicates a surplus; a minus, a deficit) With respect to real economic activity, such 
surpluses/deficits generally correspond to the balance between savings/investment in na¬ 
tional income accounts for each sector. 

2. Overseas financial surpluses/deficits in the flow of funds are linked with the inter¬ 
national balance of payments and national income accounts as follows: 
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International balance of payments: 

Exports - imports (current account balance) 

= increase (decrease) in external financial assets 
-increase (decrease) in external financial liabilities 
= financial deficit (surplus) in the overseas sector 

In terms of national income accounts: 

GNP = consumption + investment + exports - imports 
GNP —consumption = savings 


Hence, 


savings - investment = exports - imports 
= financial deficit (surplus) in the overseas sector 

It thus follows that the financial deficit (surplus) in the overseas sector is understood 
to correspond to the surplus (deficit) in the Japanese current account balance and to 
equal excess savings (investment) in the national income accounts of the domestic 
economic sector. 

3. As seen in note 2, Japan's current account surplus has been shown to equal the 
excess in domestic savings. The only significance in this, however, is that total domestic 
product and, by inference, national income, are larger than total national expenditure. In 
terms of the domestic financial situation (easy or tight), however, several factors tradi¬ 
tionally come into play. They include (1) financial deficit levels in the corporate sector 
and elsewhere, the resultant stance of corporations toward fund-raising, and their leeway 
for drawing down liquidity; (2) the credit stance of financial institutions; and (3) the 
environment for bond issues and capital increases. Thus it should be noted that there is 
no direct relation between excess domestic savings discussed above and the domestic 
financial situation. 

4. Figure 40.2 is a matrix-based representation of the broadly defined financial mar¬ 
ket. Shaded areas indicate the intermediation channels for funds supplied to both the 
domestic nonfinancial and overseas sectors, which are the final borrowers. Transactions 
within the financial sector (A) and the overseas sector (1), as well as funds supplied to the 
financial sector by the domestic nonfinancial and overseas sectors (B + C), are excluded. 
However, (B) and (C) are the key sources of funds to the financial sector and, as such, are 
considered equivalent to the funding (D + G) supplied to die domestic nonfinancial and 
overseas sectors through the intermediation of the financial sector. 

5. In the corporate business sector, the ratio of funding to the financial deficit peaked 
in 1978, at sixfold. Unanticipated inventory drawdowns in this period contributed to a 
sharp contraction in the financial deficit (from ¥4.8 trillion in 1977 to ¥2.1 trillion in 
1978). Also, the rate of return on financial assets had edged higher than the cost of 
fund-raising. 

6. In the personal sector, financial assets generally accumulated at a faster tempo than 
nominal GNP growth. For this reason, the balance of financial assets in the sector has 
continued to trend upward in proportion to nominal GNP. 

7. The rate of return on financial assets is calculated by dividing nonoperating profit 
by liquidity and trade credit (based on the Ministry of Finance’s Financial Statements of 
Incorporated Businesses, quarterly, seasonally adjusted). 

8. During the phase of brisk equity financing spawned by the sharp spiral in stock 
prices that began in 1986, companies could acquire funds at a cost below the long-term 
prime lending rate. 
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9. In calculating the balance of financial assets in flow-of-funds accounts, stock 
holdings in the corporate and personal sectors are re-evaluated in terms of market value. 

10. Fundamentally, only financial institutions handling instruments that are elements 
of money supply can have any impact on its growth. For this reason, holdings of insur¬ 
ance companies, for instance, have to be deducted. 


Table 40.1 


Financial Surplua/Deflcit by Sector (percent of nominal GNP) 
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88 
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10.2 

9.7 

10.1 

7.8 

7.4 

9.1 
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8.4 
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0.6 
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0.4 

■a 
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85 

86 

87 

88 

89 

90 
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Corporate business 


-66.3 

-59.5 

-43.3 
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Personal 
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Note: Minus indicates financial deficit. 
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Figure 40.1 Financial Surplus/Deficit by Sector 
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Notes: 1. Seasonally-adjusted data, three-quarter weighted moving average 
(weighting; 1:2:1) 

2. Shaded areas indicate periods of official discount rate increases. 
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Table 40.2 

Fund Raising and Investment by the Domestic Nonfinancial Sector 

(¥100 billion) 
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From private fin. 
insts. 

473.5 

-4.4 

655.0 

57.3 

35.3 

603.0 

57.2 

-7.9 

337.0 

55.4 
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156.4 

-7.5 
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25.8 

65.3 
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Government bonds 
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2.5,.i« 

69.3 

6.6 

83.7 

-1.0 
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-39.0 

By 
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400.5 
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30.7 

-1.3 
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19.4 
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_ 
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568.6 
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73.7 
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-16.6 


Cash i demand 
deposits 

94.0 

75.3 

46.6 

3.6 

-50.4 

45.8 

4.0 

-1.1 

123.3 

17.8 

2.7,*i4 


Time deposits 
(reflated rates) 

-179.0 


-476.6 

-37.0 


-690.4 

-60.7 

~ 

297.6 

42.9 

~ 


Deposits 

(unregulated rates) 

637.7 

34.3 

1.009.4 

78.5 
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21.5 

655 4 
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35.2 
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By type 
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- 

- 

256.4 

22.3 

- 

559.3 

51.8 

2. lrall 

-375.7 

-54.2 

- 

of 
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20.6 

- 

18.5 

1.4 
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-22.6 

-2.0 

- 

-9.9 

-1.4 

- 
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Postal savings 

77.7 

6.6 

59.9 

7.0 

15.7 

7.7 

0.7 

-91.4 

187.2 

27.0 

24.2,. „ 


(Cash, deposits & 

CDs total] 

(S30.4] 

19.9] 

(669.2] 

(52.0] 

(26.2] 

(440.7] 

135.7] 

1-34.1] 

(380.0] 

(54.8] 
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Trusts 

112.7 
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10.9 

24.1 

94.5 

8.3 
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9.6 

-29.6 


Investment trusts 

66.5 
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21.6 

1.7 

-67.8 
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-2.2 

- 

-44.7 
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- 


Insurance 

235.4 

30.1 
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19.7 

7.4 
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19.7 

-11.5 
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Securities 

-54.3 

- 
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0.1 

- 
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- 
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- 
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4.7 

2. Sr* •« 
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- 


CP 

16.9 

15.lr.■« 

9.5 

0.8 

-42.0 

23.3 

2.1 

2.4,*i4 

-9.3 

-1.3 

- 
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-21.3 

1.2 
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-1.2 
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” 

0.3 
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— 


Deposits with 
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72.5 

-0.3 

57.0 

6.8 

20.0 
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8.9 

16.1 
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15.2 

4.5 


Foreign credits 

50.1 

-0.5 

103.7 

8.1 

29.5 

111.6 

9.8 

7.6 

32.6 

4.7 

-70.8 


Notas: 1. Foreign-currency deposits included in 'Deposits vith unregulated rates'. 

2. Foreign exchance fund financinc bills not included in fund raisinc by the public sector. 

3. Investment trusts not included in securities. 
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Table 40.3 

Flow-of-Funds from/to the Overseas Sector (V100 billion) 
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Figure 40.2 Broadly Defined Financial Market (in matrix form) 
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Table 40.4 

Fund Intermediation In the Broadly Defined Financial Market 

(domestic nonfinancial sector and overseas sector; ¥ 100 billion) 
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47.9 

-44.1 


Public 

104.2 

17.8 

118.7 

7.4 

126.7 

10.4 

139.4 

19.8 

10.0 


Securities* 

148.0 

25.3 

226.0 

14.1 

63.1 

5.2 

42.2 

6.0 

-33.1 


CP* 

— 

— 

28.2 

1.8 

3.5 

0.3 

-24.3 

-3.5 

— 

Domestic 

Securities market* (E) 

39.2 

6.7 

5.1 

0.3 

139.7 

11.4 

-48.5 

-6.9 

_ 

non- 

Personal 

22.0 

3.8 

-6.0 

-0.4 

52.3 

4.3 

-45.8 

-6.5 

— 

financial 

Corporate business 

13.3 

2.3 

46.1 

2.9 

75.7 

6.2 

-17.4 

-2.5 

— 

sector 

Public 

3.2 

0.6 

-28.7 

-1.8 

12.9 

1.1 

2.8 

0.4 

-78.0 


Foreign capital 
market (F) 

14.6 

2.5 

139.4 

8.7 

111.0 

9.1 

1513 

21.7 

37.2 


Domestic 

securities* 

17.4 

3.0 

101.7 

6.4 

41.6 

3.4 

153.2 

21.8 

3.7 fold 


Others 

-2.8 

-0.5 

37.7 

2.4 

69.3 

5.7 

-1.0 

- 0.1 

— 


Total 

521.8 

89.1 

1,172.4 

73.4 

1.047.0 

85.6 

598.1 

85.1 

-42.9 


Financial 
institutions (G) 

38.7 

6.6 

354.1 

22.2 

90.5 

7.4 

75.9 

10.8 

-161 


Foreign sec. 
investment* 

11.5 

2.0 

117.9 

7.4 

16.8 

1.4 

88.1 

12.5 

5.2 fold 

<2> 

Others 

27.1 

4.6 

236.2 

14.8 

73.6 

6.0 

-12.2 

-1.7 

— 

Overseas 

Others (H) 

22.2 

3.8 

89.3 

5.6 

97.1 

7.9 

40.5 

5.8 

-58.3 

sector 

Foreign sec. 
investment* 

7.7 

1.3 

39.7 

2.5 

41.4 

3.4 

11.8 

1.7 

-71.4 


Foreign direct 
investment 

7.4 

1.3 

46.9 

2.9 

56.6 

4.6 

36.1 

5.1 

-36.2 


Others 

7.1 

1.2 

2.6 

0.2 

-0.8 

-0.1 

-7.4 

-1.1 

— 


Change in foreign 
exchange reserves (#) 

3.0 

0.5 

-18.4 

-1.2 

-12.2 

-1.0 

-11.3 

-1.6 

— 


Total 

63.9 

10.9 

424.9 

26.6 

175.5 

14.4 

105.1 

14.9 

-40.1 


®+<2> 

585.7 

100.0 

1,597.3 

100.0 

1,222.5 

100.0 

703.3 

100.0 

-42.5 


Total intermediation 


via financial insts. (D+G) 

506.7 

86.5 

1,381.9 

86.5 

886.9 

72.5 

570.2 

81.1 

-35.7 

Supply of funds through securities* 

223.8 

38.2 

518.6 

32.5 

306.2 

25.0 

222.6 

31.6 

-27J 

Total domestic markets (D+E) 

507.2 

86.6 

1,032.9 

64.7 

936.1 

76.6 

445.9 

63.4 

-52.4 

Total international markets (F+G+H+#) 

78.5 

13.4 

564.4 

35.3 

286.5 

23.4 

257.4 

36.6 

-10.1 
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Figure 40.4 Changes in the Fund Raising and Investment Activity of the 
Corporate Business Sector 


(» trill 
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Figure 40.6 CP Issue Rate, Interest Rate on Large-Denomination Time 
Deposits and Short-Term Prime Lending Rate 

<#> 
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Figure 40.7 Lending by Sector 



Source: Bank of Japan, 'Loans and Discounts Outstanding by Industry*. 
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Figure 40.8 Consumer Credit 

( 1 ) Consumer Credit and Pinal Consumption Expenditures of 
the Private Sector 

(Y/y IdK) Of/yXdsl 



Sources: Bank of Jaoan. Econoaic Plaminc Agency. 

Note: Consumer credit (of ehich: non-specified loans) represents All banks* conauaar/housing 
credit less loans for consumer goods and services. 


( 2 ) Stock Prices, Land Prices, and Golf Club Memberships 



Golf club eeebership is the average of 500 major clubs. 

Notes: Land prices are for residential districts in Tokyo, and adjacent areas. 

Data source for the first half of the year: National Land Agency. 'Prefectural Land Prices': 
for the second half, 'Published Land Prices'. 
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Figure 40.10 Money Stock 

( l ) Money Stock and Broadly-defined Liquidity 


(Y/y Sd« 
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( 3 ) Financial Institution Holdings of Industrial Bonds and CP (incresent) 
(¥ tril) 
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John C. Dawson 

Current Saving-Investment Process 

Analysis: Indonesia 

( 1992 ) 


One important use of the flow-of-funds accounts is for the analysis and evalua¬ 
tion of current financial policy. This paper introduces one approach to this task. 
Our objective is to use die flow-of-funds data to observe die effectiveness of 
monetary, fiscal, and balance of payments policies in stabilizing the Indonesian 
financial system. In doing so we shall relate these policies to a comprehensive 
view of die operation of die financial system called die saving-investment pro¬ 
cess. Our procedure will be to present flow-of-funds data 1 in a series of charts 
and consider die implications of each. 

As we approach Figure 41.1, which portrays die saving-investment account 
for 1988-91, we can recall the general cyclical situation in Indonesia. The years 
1989 and 1990 were essentially boom years for the Indonesian economy, topped 
off by die stimulating effects on oil export revenues of the Gulf War. In 1991, 
however, the signs indicate a substantial slowdown in the growth of aggregate 
demand. This is true of GDP growth, export growth, and die investment projects 
data. In Figure 41.1 die fixed capital formation curve shows the 1989-90 boom 
and its leveling off during 1991. 2 This curve is important for our analysis be¬ 
cause it represents the basic financial task; it is a key measure of how much 
financing must be provided. 

The other two curves in Figure 41.1 show the saving side of the account—na¬ 
tional saving and rest-of-world saving. Rest-of-world saving is essentially the 
current deficit in die Indonesian balance of payments. We see that this deficit 
rises with the boom in 1990, falls sharply with the Gulf War in 4Q90, and 


Reprinted, with permission, from John C. Dawson, “A Flow-of-Funds Analysis for 
Indonesia, 1989-91,” (prepared on a mission to the Central Bureau of Statistics, Jakarta, 
and funded by USAID, July-August 1992). 
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Figure 41.1 Fixed Capital Formation and Savinga (billions of rupiah) 



Fixed Capital 
Formation 


Gross National 
Saving 


Rest of World 
Saving 

(Balance of 
Payments 
Current Deficit) 


quickly rises to a new, higher level throughout 1991. This rising deficit is 
matched by a widening gap between national saving and fixed capital forma¬ 
tion. But on the whole, national saving rises as a trend along with the real 
investment curve. 

Our basic analytical objective is to demonstrate how capital formation is 
ultimately financed by these forms of saving—that is, to trace how saving is 
placed with the financial system, flows through financial channels and financial 
institutions, and ultimately into the borrowing that finances real investment. To 
do so we must first divide the economy into sectors and derive the net borrowing 
or net lending for each sector as the difference between the sector’s gross saving 
and fixed investment. This is done in Figure 41.2. 

At the right in Figure 41.2, in the rest-of-world column, we see a repeat of the 
rest-of-world saving curve of Figure 41.1 with the up-and-down pattern of 1990 
and the return to a high trend in 1991. Because the rest-of-world does not carry 
out any Indonesian capital formation, its entire gross saving is placed into the net 
lending curve at the lower right—that is, rest-of-world gross saving (Indonesia’s 
balance of payments current deficit) will equal rest-of-world lending to Indone¬ 
sia minus any borrowing from Indonesia. 

At the left in Figure 41.2 is a similar column of curves for the Central 
Government. Its fixed capital formation, apart from die seasonal pattern, is 
rather level in 1989 and 1990 but shows a marked increase moving across 
1991. The government’s gross saving—roughly its current budget surplus—is 



Figure 41.2 Sector Saving, Fixed Capital Formation, and Net Lending 

(billions of rupiah) 

Central Gov’t Other Domestic Sections Rest of World 
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Source: BPS Flow-of-Funds Data 
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also stable in our first two years but rises sharply to a peak in early 1991. This 
peak reflects the receipt of added oil revenues stemming from the Gulf War. The 
difference between these curves—the government’s surplus or deficit—is shown 
at the lower left. Considering the annual trend, we see that in 1989 there is a 
modest deficit followed by a movement upward to a substantial surplus in 
1991. Most of this surplus is in the first half of 1991; by year’s end die budget is 
nearly in balance. 

Finally, in the center of Figure 41.2 we have the other domestic sectors. This 
omnibus sector, which includes private and public enterprises, carries out the 
bulk of Indonesia’s capital formation, and we note a rising trend in this curve 
that reflects the 1989-90 boom. The trend of this sector’s gross saving is much 
flatter, although it peaks sharply in late 1990, in reflection of the public enter¬ 
prise profits from the Gulf War. The net lending curve of the other domestic 
sector is entirely negative, thus indicating net borrowing, and its trend is quite 
sharply downward. 

If we now consider horizontally the three net lending/borrowing curves in 
Figure 41.2, we can characterize the operation of the financial system because 
the net borrowing on these curves must be financed by and is equal to the net 
lending. Thus in 1990 with the government budget balanced, the other domestic 
sector’s net borrowing must have come from the net lending by the rest-of- 
world. In 1991 the net lending of both the Central Government and the rest-of- 
world financed the growing net borrowing of the other domestic sector. In the 
analysis below our overall focus will be on how these sectors financed one 
another—that is, on what borrowing and lending flows took place. To observe 
these financial flows we shall analyze each sector net lending/borrowing into 
flows of the various types of financial instruments involved, an analysis provided 
by the flow-of-funds account data. 

Figure 41.3 presents what we call a financial flow matrix. Its columns repre¬ 
sent sectors—as in Figure 41.2, except for the addition at the left of a column for 
die consolidated banking sector. Each column presents at the top die sector’s net 
lending/borrowing 3 and under this a breakdown showing the sector’s borrowing 
flows (dashed curves for increases in financial liabilities) and its lending flows 
(solid curves for increases in financial assets), which combine to equal the 
sector’s net lending/borrowing. These lower curves are arranged in rows, each 
row representing the flows in a financial instrument in the Indonesian financial 
system. Thus we have rows for foreign claims, central government debt, private 
credit (borrowing by die other domestic sector), central government deposits, 
and money plus quasi-money. 4 On each row the dashed liability flow curves 
must sum horizontally to the total of the solid asset flow curves—borrowing 
must equal lending for each financial instrument. So the interlocking nature of 
the flow-of-funds matrix is reflected in the display. These horizontal and vertical 
social accounting relationships are what will enable us to trace financial flows 
through the system—that is, to investigate the saving-investment process. 
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We begin by examining the rest-of-world curves in Figure 41.3. Rest-of-world 
net lending is there analyzed into three components: rest-of-world lending by die 
acquisition of Indonesian government debt, lending by the acquisition of Indones¬ 
ian private claims, and the offsetting item net foreign cl aims issued to Indonesia. 
The foreign claim, net is the banking system’s foreign exchange balance—essen¬ 
tially Indonesia’s international reserves—so this curve behaves as a residual in the 
account, reflecting Indonesia’s “overall” balance of payments. For example, dur¬ 
ing 1990 die net lending curve at die top first rises (as the Indonesian deficit rose 
in response to die boom conditions) and then turns down sharply (in response to 
oil export expansion in the Gulf War). Since neither of these movements is 
matched in die government debt and private credit lending curves below, we find 
a corresponding trough in the foreign claims curve, Indonesia’s reserves. And 
moving left in Figure 41.3 to the banking sector, we can trace a similar trough in 
the foreign claims curve there, since apart from discrepancies, these curves are 
identical. This pathway is a common route for balance of payment movements to 
impact on the banking system, a matter to which we will return. 

We have noted that as we enter 1991 the balance of payments current deficit 
rose sharply as the Gulf War ended and then maintained itself at a new, higher 
level, as we observe in the rest-of-world’s net lending curve. The sharp first- 
quarter rise is in this case matched by a sharp rise in the private credit flow, so 
there is very little movement in the foreign claims curve. But throughout 1991 
this private credit spurt tapers off to a low level. As a consequence, the foreign 
claims curve also trends downward, with the large early-quarter foreign ex¬ 
change accumulations moving down to zero. And once again this pattern is 
repeated in the banking sector’s curve. Nevertheless, for most of 1991 the rest- 
of-world’s net lending to Indonesia was primarily carried out via the private 
credit channel. We have in this flow a partial answer to how the rest-of-world’s 
net lending financed the other domestic sectors—the key question posed in Fig¬ 
ure 41.2. 

We now do a similar analysis of the Central Government sector, making use 
of its column of curves in Figure 41.3. As we noted, the rising trend on the 
government’s net lending curve shows the government account moving into 
balance in 1990 and into substantial surplus in 1991 as a result of the Gulf War. 
How did the government dispose of its surplus? The curves show in 1990 a large 
accumulation of government deposits, which, of course, provided funds to the 
banking system. And in 1990, but increasingly in 1991, the government began a 
major extension of private credit by means of cash loans to state enterprises. This 
flow continues through 1991 even though the government surplus returns to zero 
in the third and fourth quarters. This credit flow from the government is the main 
answer to how in 1991 central government net lending financed the other domes¬ 
tic sectors—a second key question posed in Figure 41.2. 

We now move to the financing of the other domestic sector in Figure 
41.3. This sector engages in two major financial activities: (1) obtaining funds 
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(i.e., borrowing via private credit) and (2) the placement of funds into currency 
and deposits (i.e., into money and quasi-money deposits with banks). The in¬ 
creased net borrowing of this sector in 1990 and 1991 is explained in the first 
instance by noting that the private credit borrowing is on average larger than the 
placement into the financial assets. How has the other domestic sector been able 
to do so? 

First let us consider the sector’s borrowing. If we move horizontally from the 
dashed private credit curve to the solid private credit curves of the other sectors 
we will be observing the lending done by those sectors. We have already dis¬ 
cussed the private credit lending patterns of die rest-of-world and Central Gov¬ 
ernment sectors. Now we can see that the other domestic sector obtains die bulk 
of its borrowing from the banking sector. In fact, during 1989 and up to die 2Q90 
peak in private credit, die banking system was die overwhelming lender. Then as 
bank credit extension swung sharply downward, it was replaced by credit from 
the other two sectors, and the borrowing total experienced a second peak in 
1Q91. Finally, as government and rest-of-world lending trended downward in 
later 1991, the banks compensated with rising (though erratic) lending, and the 
borrowing total maintained itself despite sharp quarterly ups and downs. How¬ 
ever, at present the private economy (our other domestic sector) has three major 
lenders to appeal to. And one answer to why this sector can borrow more than it 
advances to the banking system in currency and deposits is that it has these two 
other lenders to borrow from. 

We view the private economy—our other domestic sector—as the origin of 
the demand for private bank credit; in bank lending the initiative is generally on 
the borrowing side of die market. We will explore below the causes of this 
demand for credit. But at present we shall consider how the banking system is 
able to respond effectively to supply this credit. In doing so we shall, of course, 
be analyzing the role of the banking system as a financial intermediary and, in 
particular, die major flow of funds that originates with die other domestic sector 
(by its placement of funds into money and quasi-money) and that is returned to 
this sector by the flow of private credit from the banking system. 

Because the banking sector does relatively little gross saving and real invest¬ 
ment, the accumulation of the financial assets that make up its portfolio (the 
three solid banking sector curves in Figure 41.3) approximately equals its in¬ 
crease in financial liabilities (the two dashed curves in Figure 41.3), which make 
up its issues of currency and deposits. 5 This equality accounts for the system as a 
financial intermediary. 

It will be helpful to consider further the three elements of the banking sector’s 
portfolio. In viewing the rest-of-world earlier we saw that the upshot of the 
balance of payments often is its impact on Indonesia’s international reserves 
(i.e., on the banking sector’s foreign claims, net). So the banking system has no 
immediate control over this part of its portfolio. Similarly, its lending on account 
of central government debt is basically a response to the government’s seasonal 
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credit needs, the central bank being the lender of last resort in this market. So 
this second part of its portfolio is also not under the banking system’s immediate 
control. 6 Finally, to the extent that the banking system responds to the private 
demand for credit—as it usually does—this part of its portfolio also is under 
limited control. Of course, the expansion of the banking system’s portfolio as a 
whole (and the equal expansion of banking system liabilities) is under the influ¬ 
ence of Bank Indonesia’s monetary and credit policies. But in our analysis of 
these policies below we shall judge this influence to be at most times not a very 
close control. So we view the overall expansion of the banking system— espe¬ 
cially in these years of financial deregulation—as under strong financial market 
influence via its portfolio. 

Let us now examine the operation of the banking system in Figure 41.3, 
especially its ability to extend private credit to the other domestic sectors. During 
1989 the system was expanding rapidly as a straightforward intermediary—that 
is, its private credit extension rose, and this was paralleled by a corresponding 
rise in the issue of money and quasi-money. These movements can both be 
traced horizontally to the other domestic sector curves. One part of the other 
domestic sector was placing added saving with banks; another part of it was 
expanding its bank borrowing. 

As we enter 1990, the pattern changes. The money and quasi-money flow 
stops growing, but private credit extension still grows sharply. How is this possi¬ 
ble? The answer is that another part of the banking system’s portfolio is contract¬ 
ing, namely foreign claims, net. 7 We recall that foreign claims, net, was 
declining because of the boom-induced increase in the balance of payments 
deficit. We have here a new pattern of intermediation, a route by which in the 
first two quarters of 1990 the expanded net lending by the rest-of-world was 
shifted via foreign claims, net, to the banking system and thence by a portfolio 
shift to the other domestic sector via private credit. We may note also that during 
the second half of 1990 exactly the opposite occurred. The banking system was 
able to take on the added reserve balances resulting from the Gulf War without 
an alteration in its monetary curve, because by then the extension of private 
credit was declining sharply. Finally, during 1991 the banking system’s foreign 
claims curve declines steadily. And this permitted the modest (though erratic) 
expansion of private credit with an essentially level monetary issue curve. So it 
is apparent that portfolio flow shifts in the banking system play a major role in 
explaining the flow of private credit to the other domestic sector. 

We return briefly now to the other domestic sector columns in Figure 41.3 to 
assemble our explanation of the financing of this sector’s growing deficit in 1990 
and 1991. The sector was able to borrow more funds via private credit than it 
placed with the banks in currency and deposits because (1) in these years die 
central government and the rest-of-world increased their direct lending to this 
sector and (2) banking sector portfolio flow shifts (especially vis-4-vis foreign 
claims, net) permitted the private credit flow to exceed die monetary expansion. 8 
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Figure 41.4 Other Domestic Sectors Finance of Investment 

(billions of rupiah) 
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Source: BPS Flow-of-Funds Data 


The second factor accounts for the borrowing peak in 2Q90 and the first factor 
for the peak in 1Q91. 

To complete our examination of the saving-investment process for Indonesia 
it is essential to press further our analysis of the other domestic sector. We need 
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to connect the financing patterns we have been discussing to the financing of 
gross capital formation. And as we saw in Figure 41.2, the bulk of this real 
investment is carried out by the other domestic sector. Even though our data for 
this sector are largely residual estimates, the substantive importance of the sec¬ 
tor—essentially the whole private economy—justifies our speculations on it. 

The other domestic sector is a complex one consisting of widely diverse parts: 
public enterprises, private businesses, provincial and local governments, non¬ 
bank financial institutions, and households. For our analysis we shall view die 
sector’s behavior as dominated by two groups: a large, household-like group, and 
a large, business enterprise-like group. We will assume that the household group 
acquires all of the other domestic sector’s currency and deposits and that any 
leftover gross saving becomes internal finance in the acquisition of real invest¬ 
ment. In parallel fashion we will assume that all the borrowing is carried out by 
die enterprise group and that it is entirely used to finance capital formation. Any 
re maining capital formation is financed internally 9 via enterprise or household 
saving. Figure 41.4 presents this view of the financing of investment by the other 
domestic sector. 

For a rough analysis, let us break our three years about in half. The rapid 
upward movement in capital formation up to mid-1990 can be seen to reflect the 
economic boom. The crude estimate of the internal funds declines during this 
period. The real investment growth is thus financed by borrowing, and as we 
have seen (and the Figure 41.4 curves show), the borrowing is from the banking 
system. In our view, the decision to acquire fixed capital is the origin of this 
demand for bank credit. What could not be financed internally was financed by 
borrowing from banks. 

In the second half of 1990 internal financing turns up (with the Gulf War) 
and private credit levels off, as we saw in Figure 41.3. However, increased 
borrowing both from government and the rest-of-world displaces bank bor¬ 
rowing, and it declines sharply. We interpret this to mean that the domestic 
bank borrowing is here less necessary and the demand for bank credit de¬ 
clines. In 1991 the alternative sources of funds decline and the demand for 
bank credit trends upward again to fill the gap between capital formation and 
the rising internal finance curve. As we view the sector, it is capital forma¬ 
tion that primarily drives the demand for borrowing. 10 

We may now summarize the above analysis of the saving investment process 
for 1989—91. The boom in real investment in 1989 and 1990 drove up the 
private domestic economy’s capital formation faster than its growth in gross 

saving, with the consequence that the other domestic sector’s net borrowing 
grew in these years. And although its capital formation growth probably tapered 
off in 1991, its gross saving remained at a low level so that its net borrowing 
continued to grow. On the other hand, the Central Government, after balanced 
budgets in 1989 and 1990, found itself with a substantial 1991 surplus largely 
due to the Gulf War, even after the rise in its own capital formation. Finally, the 
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boom raised the balance of payments deficit during 1990 and 1991, except for a 
sharp Gulf War dip in 4Q90. So the rest-of-world was a substantial net lender to 
Indonesia in these years. Thus our financial analysis needed to explain how the 
Central Government and the rest-of-world financed the net borrowing of the 
other domestic sector in these years. 

Our answer was that the borrowing needed by the other domestic sector to 
finance its real investment was basically private credit from die banking system, 
the bulk of which had ultimately been obtained from the other domestic sector as 
it acquired currency and deposits. We referred to this pattern as standard bank 
intermediation. Next, this bank credit flow to the other domestic sector was 
supplemented by direct flows of private credit in 1990 and 1991 from the gov¬ 
ernment and in 1991 from the rest-of-world. Finally, we found ways in which the 
banking system’s private credit extension could differ from the size of its broad 
money issue under more complex types of intermediation. 

One way was by means of bank portfolio flow shifts. The year 1990 saw a 
shift away from foreign claims and favoring private credit, while 1991 saw the 
opposite shift, away from private credit and toward foreign claims. These move¬ 
ments enabled rest-of-world net lending to pass to the other domestic sector 
through the banking system as an intermediary in 1990 and 1991. We also found 
the government in 1990 advancing funds to the banking system by the accumula¬ 
tion of government deposits. These enabled the Central Government in 1990 to 
advance funds to the other domestic sector indirectly through the banking sys¬ 
tem. 11 By these various means die flow of private credit to the other domestic 
sector has been able to exceed its broad money acquisition, thus financing the 
growing net borrowing of the other domestic sector. 

We turn now to an analysis of the impact of monetary and credit stabilization 
policies on the saving-investment process. In general these policies operate via 
Bank Indonesia actions on the flow of money and quasi-money and/or private 
credit—two key curves in the banking sector column in Figure 41.3—and via the 
interest rates associated with these flows. Bank Indonesia’s primary methods of 
control operate through the bank reserve mechanism. To observe such controls 
we must remove the Monetary Authorities account from the consolidated bank¬ 
ing system and observe it separately. This is done in Figure 41.5. 

Figure 41.5 presents a “factors affecting reserves” analysis. At the top are 
three solid curves showing flows in the major financial assets that Bank Indone¬ 
sia deals in. Below these are two dashed liability curves, 12 and at the bottom a 
liability curve for the reserve deposits of the deposit money banks (DMBs). 
Roughly we can think of upward movements in this reserves curve as easing the 
reserve position of the DMBs, and downward movements as tightening this 
position. In a “factors affecting reserves” analysis, each of the upper curves is 
assumed to separately affect the reserves curve—an upward asset curve move¬ 
ment raising the reserves, and an upward liability curve movement lowering 
reserves. Finally, Bank Indonesia policies can affect two of the curves: (1) 
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claims on DMBs (liquidity credit extended to the DMBs) and (2) the BI certifi¬ 
cates and money market securities net liability (die “open market” instruments of 
Bank Indonesia). The central bank moves these curves to bring about the net 
effect it wishes on reserves. 

For Indonesia 1989 was a year of easy credit policy. In Figure 41.S we see 
that die peaks in central government debt and deposits offset one another in their 
effect on reserves. On die other hand, the growth of liquidity credit claims on 
DMBs was the main force bringing about the gentle upswing in reserves. 

In 1990 the policy stance shifted toward a tight credit policy. Over the course 
of the year a substantial reduction in liquidity credits took place. The down¬ 
swings in claims on DMBs and foreign claims, net, were the major factors 
making for the decline in the reserves curve that we observe in the first half of 
1990. Later in the year the rapid expansion in foreign claims overcame the 
offsetting rise in central government deposits to once again yield a gentle rise in 
the reserves curve. “Open market” operations were not sufficient to overcome 
this easing. 

The policy stance was further tightened in 1991. In Figure 41.5 the tightening 
movement in foreign claims was more than offset by easing movements in both 
central government debt and deposits. Nevertheless, the reserves curve fell in 
1Q91, and over the year grew very little. This tightening was due to Bank 
Indonesia’s operations in BI Certificates and Money Market Securities, which 
curve rose until 4Q91. Finally, we may note that as we enter 1992, several of the 
curves move in the tightening direction, but a major change in miscellaneous 
liabilities (not shown) offsets this impact on reserves. 

We may summarize our interpretation of Figure 41.5 by noting that a variety 
of offsetting movements among the factors affecting reserves—largely fortu¬ 
itous— permitted Bank Indonesia to keep reserve movements modest without 
having to resort to large operations in its “open market” instruments. Looked at 
another way, “open market” operations were not having major tightening effects 
on reserves during the tight credit period of 1990-91. 

A major problematic aspect of monetary controls operating through the re¬ 
serve mechanism for Indonesia is the relation of DMB reserves to deposits. In 
October 1988 the required reserve ratio was reduced from 15 percent to 2 per¬ 
cent in the name of structural reform. Since then excess reserve assets have 
remained very large, often double the reserve requirement. Even in the tightest 
months of 1991, excess reserves were more than 60 percent of required reserves. 
In our view this cushion is large enough that the banking system need not 
respond to reserve movements of the size executed during these years. The 
banking system is essentially left free to respond to the market credit demands 
we discussed with Figure 41.3. 

A second method of “escape” from tight Bank Indonesia policies appeared in 
1990. The large 1990 trough in the banking system’s net foreign claims curve 
(see Figure 41.3) is due to a surge in DMB borrowing from abroad. 13 The 
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Figure 41.5 Monetary Authorities-Major Factors Affecting Reserves 
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transfer of the foreign exchange to Bank Indonesia kept the DMB reserves 
replenished. During 1991 Bank Indonesia responded with a variety of new regu¬ 
lations designed to restrict bank overseas borrowing, and its expansion ceased. 

In early 1991 a novel additional tightening measure was undertaken. State 
enterprises were instructed to shift about Rp 10 trillion in bank time deposits to 
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Bank Indonesia certificates. The impact of this “Sumarlin shock” can be seen as 
the downward spike in the money and quasi-money curves in Figure 
41.3. However, most of the associated reserve reduction was offset by Bank 
Indonesia purchases of money market securities. (We saw in Figure 41.5 that 
the net open market operation by Bank Indonesia was a sale of only some Rp 1 
trillion in 1Q91). And for the banking system as a whole, although it suffered a 
sharp decline in its sources of funds on account of broad money, it received a 
corresponding increase in its sources via its large net issue of BI certificates to 
the state enterprises. Total intermediation through the banking system fell only 
moderately; total bank credit increased some Rp 6 trillion rather than the previ¬ 
ous quarter’s nine. And the event had only a once-and-for-all affect on the 
financial flows. 

Of course, during the tight credit period of 1990-91 interest rates rose. For 
Indonesia this means increases in rates administered by banks, primarily on 
bank deposits and bank loans, rather than open-market rates reflecting finan¬ 
cial market conditions. The process began during 2Q90 and reached a peak in 
1Q91 during the “Sumarlin shock,” with deposit rates rising some 3 percent 
or 4 percent and lending rates some 2 percent. Rates have remained at nearly 
these levels up to the present. Apparently Bank Indonesia had difficulty in 
obtaining an easing of rates after mid-1991 as conditions warranted a return 
to lower levels. 

A summary of our consideration of monetary and credit policies during 1990- 
91 is now in order. We see little evidence that steps to tighten credit via the 
reserve mechanism in 1990-91 had a substantial restrictive effect on the banking 
system’s monetary and credit flows. The rapid expansion in broad money leveled 
off in 1990, but as we saw, a portfolio flow shift permitted private credit exten¬ 
sion to grow rapidly to finance the boom through mid-1990. The decline in 
private credit extension at that time was not a response to tight policy in our view 
but a decline in the demand for bank credit; private lending from the government 
and rest-of-world maintained the credit flow to the private economy. And during 
1991 die private credit flow from banks took a lower average as the economic 
boom and bank credit demand eased. On the other hand, interest rates did rise 
over the two years, both lending rates and deposit rates. So the case for a 
substantial monetary policy impact rests on whether the rate increases were large 
enough to have substantially influenced investment and borrowing demand. We 
remain skeptical. It seems more likely that other forces were at work in easing 
the boom. 

We have so far analyzed monetary and credit policy as if its primary purpose 
were to influence domestic aggregate demand. But the relation of such policy to 
the balance of payments needs to be considered. An open international capital 
account such as Indonesia’s is subject to private capital inflows in response to 
large international interest rate differentials and to outflows in response to fears 
of devaluation. These inflows and outflows correspondingly affect the h anking 
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system’s foreign exchange reserves. For example, the tight credit policies and 
rising interest rates of 1990 were partly responsible for a large capital inflow in 
1Q91. And as we have seen in Figure 41.S, the resulting large foreign exchange 
growth could have made bank reserve management difficult. 

On the other hand, in the case of a speculative capital outflow with a sharp 
decline in foreign exchange reserve balances, Bank Indonesia might well launch 
a tight credit policy, using high interest rates to attract capital to help stem die 
outflow. Such a policy would be seen as necessary even if it were in conflict 
with appropriate domestic policy. Even foreign exchange losses due to a rising 
current account deficit might well induce a tight credit policy. In other words, the 
policy objective of maintaining adequate foreign exchange balances is of such 
overwhelming importance for Indonesia that monetary policy will be set with 
due attention to foreign exchange reserve movements, the balance of payments 
current account, and international interest rate differentials. 

Notes 

1. See Flow-of Funds Data for Indonesia, 1988-92 (Preliminary Data) (Jakarta: 
Biro Pusat Statistik, August 1992). These data were presented at a flow-of-funds users* 
seminar at Bank Indonesia on August 20,1992. All the charts in this paper use these data 
as their source. 

2. In Figure 41.1 preliminary capital formation and national saving figures for 4Q91 
and 1Q92 have been replaced by later revised data. 

3. Since the banking sector’s net lending is small, this curve is omitted 

4. No curves are shown for miscellaneous and discrepancy sources, net 

5. Unfortunately, the omitted liability curve—miscellaneous and discrepancy 
sources—is in this case a rather unstable curve. 

6. For Indonesia, where other than seasonal borrowing by the government from the 
banking system is strongly discouraged, central government deposits may cushion gov¬ 
ernment surpluses or deficits. For example, we noted the deposit accumulation in 1990 as 
the government budget went into surplus. 

7. An added factor in 2Q90 helping permit the credit expansion is the growth in 
central government deposits. 

8. An additional factor was the expansion of government during 1990 deposits. 

9. “Internally” in this context means financed by operating surpluses within the 
enterprise. 

10. Two other forces are also probably at work: borrowing for working capital pur¬ 
poses, and borrowing to finance imports. 

11. We should also mention that the banking system usually has miscellaneous and 
discrepancy sources of funds that can finance credit extension without currency and 
deposit expansion. 

12. Money market securities assets are here netted against Bank Indonesia certificate 
liabilities to yield a single net liability flow. Also, two liability curves are omitted from 
Figure 41.5: money (Ml) issue (which in these years is small and stable), and miscella¬ 
neous and discrepancy sources, net 

13. These DMB liabilities are netted against DMB foreign assets to yield negative net 
claims figures for DMB. 
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The 1993 Background 

The Indonesian economy remained strong in 1993, the GDP growing some 14 
percent over the year, about the same as in 1992. Although the economy was 
easing as 1993 began, it strengthened as the year progressed. During die first and 
second quarters the economy was export-driven, but as the growth of export 
demand weakened in the third and fourth quarters, it was fully replaced by 
growth in domestic demand, both private consumption and capital formation. In 
fact, the second-half 1993 rise in aggregate demand created a “miniboom.” 

This second-half miniboom showed itself clearly in die rising path of private 
sector fixed capital formation, which created a substantial increase in the sector’s 
need for financing. In the second quarter of 1993 private bank borrowing in¬ 
creased very sharply, by some 10.’ And die new high level of bank borrowing 
continued throughout die year. The miniboom was financed by increased bank 
credit to the private sector. 

A second major force affecting the Indonesian financial system is the balance 
of payments. In 1993 its increased volatility became a problem. In the first three 
quarters the deficit showed signs of returning to earlier higher levels. At the 
same time, the inflow of private capital was down. The result was a loss of some 
S in foreign exchange reserves during the second and third quarters. Then a 
fourth-quarter spurt in exports drove the current account into surplus. Together 
with added capital inflows, which were aided by tight credit policies, the surplus 
led to major growth in reserves once again. These large swings in foreign ex¬ 
change balances forced the monetary authorities into vigorous efforts to stabilize 
the reserves of the banking system as we note below. 


Reprinted, with permission, from John C. Dawson, “Financial Policy Brief, Second 
Quarter, 1994,” (presentation at a flow-of-funds users’ seminar. Central Bureau of Statis¬ 
tics, Jakarta, July 1994). 
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With respect to fiscal policy, its management success continued in 1993. The 
current budget surplus (domestic revenue less current expenditure) grew by some 3, 
resulting in an overall budget surplus of some 3, more than meeting die objective of 
a balanced budget In addition, foreign borrowing remained small. It may be pointed 
out, however, that the seasonal movements in government fixed capital formation 
are large and create a destabilizing component of aggregate demand. 

The Monetary Authorities began 1993 with an easy policy, matching tire 
easing of aggregate demand. By midyear, however, not only was aggregate 
demand rising strongly with the miniboom, but also Bank Indonesia was rapidly 
losing foreign exchange reserves. So the stance shifted to a tight policy in 
July/August. It is hoped, of course, that the rates set on Bank Indonesia certifi¬ 
cates will push up the structure of bank deposit and lending rates, but in this case 
both these structures continued on their downward trends. 

After November, when foreign exchange reserves were once again rising rapidly, 
the certificate rate was allowed to decline again. It is not possible to know how much 
the rise in short-term interest rates helps to protect the foreign exchange reserve by 
attracting capital. We judge the reserve movements to result primarily from balance 
of payments developments, especially in the current account deficit. 

Monetary policy is not actively exercised on the bank reserve mechanism. 
Bank Indonesia’s policy there is the defensive one of preventing foreign ex¬ 
change movements and other shifts in factors affecting reserves from altering the 
reserve total. In 1993 Bank Indonesia, by vigorously pursuing certificate issues 
(first quarter), then retirements (second quarter), then issues once again (fourth 
quarter), was able to keep bank reserves stable and just slightly growing. Bank 
Indonesia is now very skilled in this type of reserve management. 

However, the Indonesian banking system has sufficient excess reserves that it is 
able to expand even when, as is the case, its reserves are kept constant. During 1993 
the total of broad money (money plus quasi-money) grew 22 percent compared with 
20 percent for 1992. This could be judged a reasonable increase, apparently show¬ 
ing an effective tight credit stance in the face of rising aggregate demand. 

Nevertheless, the banking system was able to accommodate the miniboom in 
capital formation by a massive increase in private credit. Over the year, credit to 
die private sector rose 23 percent, compared to 13 percent in 1992. The banking 
system is able to do this partly by means of portfolio offsets. In the second and 
third quarters of 1993 the declines in foreign exchange reserves (i.e., net foreign 
claims) offset the growth of private credit in the banking system’s portfolio to 
preserve a reasonable overall expansion of die system. Or, when no offset is 
available, the system is free to expand total credit. And in the fourth quarter of 
1993 this was done without greatly increasing the growth rate of the system for 
1993 as a whole. The ability of the banking system to finance a boom in these 
ways remains a problem for monetary management. 

We have not so far mentioned the problem of inflation. We see inflation as a 
modest problem for Indonesia; inflation has varied slowly, between 6 percent 
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and 10 percent, for die past five years. But more importantly, to the extent that 
we understand the causes of recent inflation in Indonesia, these causes lie very 
distant from aggregate demand and its stabilization. The causes consist primar¬ 
ily of supply-side problems related to crop production, changes in administered 
prices and wages set by government, and the policy of gradual depreciation of 
the rupiah. Thus the policies needed to manage inflation are not those of gen¬ 
eral monetary and fiscal policy. 

Developments in the First Quarter of 1994 

As die economy entered 1994 there were some signs of a modest weakening in 
aggregate demand. The GDP growth rate fell back somewhat Export growth 
rates seemed to be tapering. And fixed capital formation leveled off. Despite 
some conflicting indications, the economy was easing. 

With the private sector’s capital formation leveling off and with business 
saving probably on the rise, the private sector’s need for borrowing dropped 
sharply. Credit extension from the banking system dropped from 11 in the fourth 
quarter of 1993 to 4 in the first quarter of 1994. Looking at bank finance, we 
might judge the miniboom to have come to an end. But it is often the case that 
borrowing is especially needed at the start of an upswing, borrowing that can 
later be replaced by business saving as profits and incomes rise. 

Meanwhile, there was a sharp shift back to a deficit in the balance of pay¬ 
ments current account. As export growth had tapered, that of imports—which 
had lagged in 1993—had grown. However, foreign exchange reserves did not 
decline. Both government and private capital inflows increased to partially offset 
the effect of the deficit on reserve balances. 

Bank Indonesia’s policy stance was somewhat eased during most of the first 
quarter, judging by Bank Indonesia certificate rates. This may well have been a 
response to the favorable foreign exchange reserve situation. With respect to 
bank reserve management, many of the factors affecting bank reserves were 
forcing them downward. So the stabilization action called for was a major easing 
action, a major retirement in Bank Indonesia’s previously issued certificates. 
This provided a welcome reduction in an expensive Bank Indonesia liability. 

A Projection for the Second Quarter of 1994 

The key question posed as the Indonesian economy approaches the midyear is: Will 
the boom continue? The answer of our projection is: Yes, but in somewhat eased 
form. We expect aggregate demand (including fixed capital formation) to keep 
growing about on the scale of 1993. However, the second quarter is in some ways a 
seasonal lull in the economy, so our picture must take this into account 

The first aspect of the seasonal hill concerns fiscal policy. The current budget 
surplus declines seasonally in the second quarter and is accompanied by a de¬ 
cline in government fixed capital formation. This decline of perhaps 4 will be 
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enough to make fixed capital formation for the whole economy turn seasonally 
downward in the second quarter. 

The second aspect of the lull is a decline in the balance of payments current 
account deficit stemming from seasonally strong exports. When combined with 
the steady inflow of capital, the upshot is a small rise in foreign exchange 
reserves. So the balance of payments situation will remain favorable (seasonally) 
during the second quarter. 

On the other hand, the private sector will be maintaining the strength of fixed 
capital formation with an increase of 2 in its investment. Despite some increase 
in business saving we expect an increase by this sector in its demand for funds 
from banks. The banking system will accommodate and increase private credit 
extension by 1 or 2. 

Our projection indicates little need for a tight credit policy during die second 
quarter of 1994. Since we do not foresee declines in foreign exchange reserves, 
Bank Indonesia can focus on the domestic scene. Considering die banking sys¬ 
tem, a moderate increase in credit extension of perhaps 5 is expected. But die 
resulting credit flow remains moderate, since it is starting from die small levels 
of the first quarter. Total bank credit is projected to increase only 21 percent 
Finally, reserve management will continue to require retirement of Bank Indone¬ 
sia certificates, as in the first quarter. So our picture of this second quarter of 
seasonal lull presents no stress with respect to monetary policy. But Bank Indo¬ 
nesia may prudendy wish to retain a moderately tight stance in view of the 
coming quarters if we are correct about the continuation over die year of strong 
aggregate demand. 

The Outlook for the Third and Fourth Quarters of 1994 

We do not have a detailed projection for the rest of 1994, so our outlook will be 
both short and highly qualitative. 

First, the seasonal lull will end. Central government fixed capital formation 
will rise substantially over the next two quarters. Second, die balance of pay¬ 
ments deficit—with rising imports and slowing exports—will rise to the level of 
recent years and perhaps beyond. Foreign exchange reserves will thus be more 
difficult to maintain. 

We expect aggregate demand to remain evenly strong, including that for fixed 
capital. Both government and private fixed capital formation will move upward. 
And we expect further increases in the private demand for bank credit. 

The implications of all this for monetary policy are that it would need to 
tighten. Bank reserve management may be more difficult, and banking system 
expansion may well increase. 

Note 

I. All flows cited will be in trillions of rapiah. 
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Monetary Policy and the Economic Outlook 

The year 1993 turned out to be a favorable one for the U.S. economy, with 
notable gains in real output, declines in joblessness, and a further small drop in 
the rate of inflation. Financial conditions conducive to growth prevailed through¬ 
out 1993 and gave considerable impetus to activity. With the Federal Reserve 
keeping reserve market pressures unchanged, short-term interest rates held 
steady during the year at unusually low levels, especially when measured relative 
to inflation or inflation expectations. In addition, long-term rates declined fur¬ 
ther, partly in response to actions taken by the Congress and the administration 
to put the federal deficit on a more favorable trend. 

Against this backdrop, households and businesses were able to take further 
steps to reduce the burden of servicing debt, and more expansive attitudes toward 
spending and the use of credit seemed to take hold. Spending in the interest- 
sensitive sectors of die economy surged ahead, with particularly large advances in 
residential investment, business outlays for fixed capital, and consumer durables. 
The growth of real GDP picked up sharply in the second half, and the increases 
for all of 1993 cumulated to about 2.75 percent according to mitial estimates. In 
the labor market, employment moved up at a moderate pace, and the unemploy¬ 
ment rate dropped almost a percentage point over the year. As measured by the 


Excerpted from Board of Governors of the Federal Reserve System, Monetary Policy 
Report to the Congress, February 22, 1994 (Washington, DC: Board of Governors of the 
Federal Reserve System, 1994), 1-2,21-27. 
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consumer price index, die rate of inflation edged lower last year, as unfavorable 
reports in the first few months of 1993 gave way to more subdued readings 
thereafter. The performance of the U.S. economy stood in sharp contrast to die 
continued sluggish growth in many of die other industrial countries and helped to 
buoy die trade-weighted value of die dollar on foreign exchange markets. 

In conducting policy through 1993, the Federal Open Market Committee 
recognized that it was maintaining a very accommodative stance in reserve mar¬ 
kets. Reserve conditions had been eased to this degree over the prior four years 
to counter the effect of some unusual factors restraining aggregate demand. The 
Committee recognized that, as these forces abated, short-term interest rates 
would likely have to rise to forestall inflationary pressures that would eventually 
undermine die expansion. 

Toward die end of 1993 and into early 1994, incoming data on die economy 
and credit flows have increasingly conveyed a picture of considerable underlying 
strength. The marked speedup of growth in the economy has been reducing spare 
capacity, as is evident in die recent declines in unemployment and increases in 
capacity utilization rates in industry. Moreover, while movements in broadly 
based price indexes have remained relatively favorable, there also have been 
undercurrents suggesting that the process of disinflation might be stalling out. In 
particular, after slowing considerably in 1992, nominal increases in hourly com¬ 
pensation—comprising wages and benefits—fell no further in 1993, and long¬ 
term inflation expectations remain stubbornly above recent inflation rates. Also, 
commodity prices generally have firmed in recent months. 

Earlier this month, the Federal Reserve concluded that the weight of the 
evidence indicated that undiminished monetary stimulus posed the threat that 
capacity pressures would build in the foreseeable future to the point where 
imbalances would develop and inflation would begin to pick up. At its February 
1994 meeting, the Federal Open Market Committee determined that it was time 
to move to a slightly less accommodative stance. While the discount rate re¬ 
mained at 3 percent, the federal funds rate edged up to trade at about 3.25 
percent, a little above the prevailing rate of inflation. 

Strength in spending last year was supported by increased borrowing by both 
households and businesses. Continuing declines in a number of interest rates, which 
spaiked considerable refinancing of existing obligations, helped to trim debt service 
burdens for both sectors, undoubtedly facilitating the pickup in borrowing and 
spending. Indicators of financial stress, including loan default rates and bankruptcy 
filings, took a decided turn for the better in 1993. Borrowing by households was 
robust enough to raise the ratio of debt to disposable income; business debt, held 
down in part by equity issuance, declined relative to income. The debt of all nonfi- 
nancial sectors is estimated to have grown about 5 percent last year, the same as in 
1992, as a diminution in the net funding needs of the federal government was about 
offset by the pickup in private demands. This growth placed the debt aggregate in 
the lower half of its 4 to 8 percent monitoring range. 
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Table 43.1 

Ranges for Growth of Monetary and Debt Aggregates 1 (percent) 


Aggregate 

1992 

1993 

1994 

M2 

2 1/2-6 1/2 

1-5 

1-5 

M3 

1-5 

0-4 

0-4 

Debt 2 

4 1/2-8 1/2 

4-8 

4-8 


1. Change from average for fourth quarter of preceding year to average for 
fourth quarter of year indicated. Ranges for monetary aggregates are targets; 
range for debt is a monitoring range. 

2. Domestic nonfinancial sector. 


The growth of M2 slowed in 1993, albeit considerably less than the decelera¬ 
tion in nominal GDP. For the year, M2 advanced 1.S percent, placing it a little 
above the lower bound of its 1 to 5 percent annual growth cone. M3 expanded 
O.S percent, the same pace as in 1992, and a bit above the lowo* bound of its 0 to 
4 percent annual range. The ranges had been adjusted down by the Federal Open 
Market Committee during 1993. The adjustments were technical in nature and 
reflected the Committee’s judgment as to the extent of the ongoing distortions of 
financial flows relative to historical patterns, and of consequent increases in 
velocities—that is, the ratios of nominal GDP to money. 

The special factors shaping the growth of the monetary aggregates included a 
marked preference by borrowers for capital market financing, rather than bank 
loans, and a configuration of market returns that enticed investors away from the 
traditional financial products offered by depositories. Bond and stock mutual 
funds were the primary beneficiaries of this shift, with inflows into such funds in 
1993 Setting a new record. This continuing redirection of credit flows has ren¬ 
dered the movements of the broad monetary aggregates less representative of the 
pace of nominal spending than was evident in die longer historical record. In 
1993, nominal GDP grew a shade more than 5 percent, or 3.75 percentage points 
above the rate of expansion of M2 and 4.5 percentage points above that of M3. 

Most of the increase in the broad aggregates was recorded in their Ml compo¬ 
nent, which grew 10.5 percent in 1993 as low money market and deposit interest 
rates provided little reason to forgo die liquidity of transaction deposits. At times 
during the year, declines in longer-term market rates produced waves of mort¬ 
gage refinancing, an activity that is associated with temporary flows through die 
transaction deposits that are counted in Ml. In addition, the currency component 
expanded at about die same rate as the Ml total, spurred by considerable de- 
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Figure 43.1 Debt: Annual Monitoring Range and Actual Growth 

(billions of dollars) 



1992 1993 

mands from abroad. The double-digit expansion in Ml deposits pushed reserves up 
at a 12.5 percent rate in 1993, while the monetary base, which includes reserves and 
currency, increased 10.5 percent, the same rate that was posted in the previous year. 


Money and Credit Flows 

The long expansion of the 1980s was associated with growth of total debt of 
domestic nonfmancial sectors, which was about 1.5 times the pace of nominal 
GDP growth. In the wake of this phenomenal leveraging, the recession and tepid 
economic recovery from 1990 to 1992 were importantly a balance sheet phe¬ 
nomenon that was reflected in a slowing in debt growth. In retrospect, it is 
apparent that this deceleration in debt was one symptom of the general dissatis¬ 
faction of both borrowers and lenders with their financial conditions, a concern 
that also led to some restraint on spending and asset accumulation. The year 
1993 saw some lessening of this restraint, and the growth of the debt of the 
nonfmancial sectors expanded 5 percent, about in line with nominal GDP. This 
performance put the debt aggregate in the lower portion of its 4 to 8 percent 
monitoring range, a range that had been set at the first meeting of the year. 

The debt of the nonfederal sectors (nonfinancial businesses, households, and 
state and local governments) expanded 3.75 percent last year. For nonfinancial 
corporations, a pickup in fixed investment and inventory investment outpaced 
increases in internally generated funds, pushing the financing gap into positive 
territory after two years of negative readings; as those firms sought outside 
funds, they turned in the main to long-term debt markets, but net equity issuance 
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Figure 43.2 Nonflnandal Corporate Financing Gap as a Percent of Total GDP 



1975 1980 1985 1990 


remained sizable as well. However, the debt markets in 1993 saw far more 
activity than the net requirements for external funds implied. Low longer-term 
rates induced many firms to refinance existing obligations, pushing gross public 
debt issuance by nonfinancial firms above $190 billion. 

Earlier efforts to restructure balance sheets, along with the opportunities af¬ 
forded by lower long-term rates to refinance existing obligations, apparently put 
households in a better position to take on new debt in 1993. With debt-service 
burdens holding at about 16 percent of income, or about 2.2S percentage points 
below the peak set at the end of the previous decade, and loan rates declining 
substantially, households assumed new liabilities rapidly enough, on net, to push 
up the ratio of their total liabilities to disposable income to just under 90 percent 
in 1993. The largest swing was in the consumer credit category, as households 
evidently became more confident of die sustainability of the economic expansion 
and made previously delayed purchases of durable goods, especially autos. The 
record volume of mortgage originations mosdy involved refinancings, but with a 
pickup in construction activity and some cashing out of equity in the process of 
refinancing, home mortgages expanded 7 percent, on net, last year. Overall, this 
pickup in liabilities was dwarfed by a substantial expansion of the asset side of 
the household balance sheet last year, raising net worth to a level about 4.75 
times that of disposable income. Within those assets, households continued to 
shun deposits in favor of the investment products of nonbank intermediaries, 
notably mutual funds and insurance companies. As a result, deposits shrank to 
under 20 percent of total household assets, a post-World War II low. Much of 
the declining role for deposits was probably due to the pattern of financial returns, 
with investors, confronted by a steep yield curve, seeking out the higher yields 
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Figure 43.3 Indicators of Nonfarm Nonflnandtt corporate Sector Fina nces 
Debt to Sector GDP, Debt Service to Sector GDP 

Debt to Sector GDP 

Percent 



Debt Service to Sector GDP 


Percent 



provided by longer-maturity instruments that were mostly available from outside 
the depository sector. 

Depository institutions, pressed by their own balance-sheet problems, were 
unaggressive in seeking deposits and extending credit in die early 1990s. But by 
1993, commercial banks had made substantial strides in improving their capital 
standing. About three-quarters of die assets at commercial banks were on die 
books of well-capitalized institutions as of September 1993, 2.S times die pro- 
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Figure 43.4 Indicators of Household Sector Finances—Debt to Disposable 
Income, Debt Service to Disposable Income 
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portion at die end of 1990. Partly as a consequence, banks reported on Federal 
Reserve surveys a substantial easing of terms and standards on business and 
consumer loans during the year. However, borrowers, endeavoring to lock in 
longer-term funds, which typically are not supplied by banks, continued to rely 
heavily on capital markets, keeping the need of depositories to fund asset expan¬ 
sion subdued. Depository credit did expand modestly in 1993, marking a sub¬ 
stantial rebound from the declines posted in the previous three years. The 
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Figure 43.5 Household Deposits as a Percent of Household Aseets 
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increase in depository credit exceeded the growth of deposit funds as deposito¬ 
ries made extensive use of equity, subordinated debt, and other nondeposit funds 
to finance die expansion of depository balance sheets. Bank credit increased 5 
percent last year, after two years of growth in the neighborhood of 3.5 percent, 
while thrift credit contracted only modestly. Indeed, thrift credit is estimated to 
have expanded in the second half of die year, pulled up by extensions of loans by 
credit unions that outweighed continuing, albeit slackening, runoffs at savings 
and loans. 

Slow expansion of depository credit, together with the increased reliance by 
banks on nondeposit funds, damped the growth of M3 in 1993. From the fourth 
quarter of 1992 to the fourth quarter of 1993, M3 grew 0.5 percent, ending the 
year a litde above the lower bound of its annual range of 0 to 4 percent This 
range had been adjusted down for technical reasons to acknowledge the appre¬ 
ciable upward trend to M3 velocity over the past few years, which accompanied 
the shrinking role of depositories in intermediating funds. The part of M3 exclu¬ 
sive to that aggregate declined 3.5 percent on a fourth-quarter to fourth-quarter 
basis, held down by a steep drop in institution-only money market mutual funds. 
Overall, M3 velocity rose at a 4.5 percent annual rate in 1993, down almost 2 
percentage points from the previous year. 

The velocity of M2 rose at a 3.75 percent annual rate in 1993 after increasing 
nearly 5 percent in 1992. The rise in velocity last year was posted even as the 
return on many competing short-term assets remained relatively constant, and it 
was this ongoing drift upward in the ratio between nominal GDP and the aggre¬ 
gate that led the FOMC to reduce the annual growth range for M2 from the 2 to 
6 percent spread that was set in February to the 1 to 5 percent range that was 
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Figure 43.6 Net Percentage of Domestic Loan Officers Reporting Tightening 
Standards for Commercial and Industrial Loans 


Percent 



ultimately in effect. In the event, M2 grew 1.5 percent from the fourth quarter of 
1992 to die fourth quarter of 1993, slowing slightly from the 2 percent growth 
rate in 1992. Even this anemic expansion was accounted for in part by special 
factors. In particular, foreign demands for currency were strong and transactions 
deposits were boosted late in the year by a surge in mortgage refinancings that 
followed when mortgage rates fell to levels not seen in a generation. Refinanc¬ 
ings are associated with the temporary parking of funds in transactions and other 
highly liquid deposit accounts. 

Especially after taking account of such special factors, the growth of M2 was 
quite subdued in 1993, owing in large part to die attractiveness of capital market 
instruments. Although die bond market rally trimmed as much as 1 percentage 
point from longer-term yields, the term structure still retained an abnormally 
steep tilt through all of 1993. Some investors were willing to expose themselves 
to the greater price risk inherent in capital market mutual funds in the pursuit of 
higher average returns. Commercial banks took some measures to keep those 
customers, if not those deposits: Many banks made it possible to buy stock and 
bond mutual funds in their lobbies. Promotion of these services picked up, and 
some h anks sponsored their own mutual funds or established exclusive market¬ 
ing arrangements with mutual fund companies, undoubtedly encouraging the 
diversion of deposits to mutual funds. 

At the end of 1993, assets in stock and bond mutual funds totaled about $1.5 
trillion, up $400 billion from year end 1992. About half of the December 1993 
total was held by institutions and in retirement accounts—two categories gener- 




Figure 43.7 Growth of Domestic Nonfinancial Debt and Depository Credit* 
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• Four quarter growth rates. 
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Table 43.2 


Assets of Domestic Banks, by Capital Category, Adjusted for Overall 
Supervisory Ratings, as a Proportion of All Such Assets (percent) 1 


Category 


Year-end 


September 

1993 

■■nm 

■m 


Well capitalized 

30.4 

34.4 

67.8 

73.3 

Adequately capitalized 

38.5 

45.1 

21.8 

17.8 


31.1 


10.3 

_8.9 


1. Adjustments to capital categories were made according to the rule of 
thumb of downgrading a bank by one category for a low examination rating 
by its supervisory agency (CAMEL, 3, 4, or 5). 


Figure 43.8 M3: Annual Range and Actual Growth 


Batons ot dollars 



1992 1993 

ally not in M2. M2 plus the remainder of stock and bond funds expanded at 
about a 5.5 percent annual rate in 1993, roughly in line with n ominal GDP over 
that period. 

Ml grew at a 10.5 percent pace last year, spurred on by double-digit increases 
in currency and demand deposits. As noted above, the former was importantly 
boosted by foreign demands, while the latter was closely related to swings in 
mortgage refinancing. Ml velocity declined at a 4.75 percent annual rate, despite 
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Figure 43.9 M2: Annual Range and Actual Growth 


Biftons ot dollars 



1992 1993 

Figure 43.10 Growth Rates of M2 and M2 Rue Stock and Bond Funds 


Percent 



the relative stability of money market interest rates. In contrast, die narrow 
aggregate’s velocity had followed die path of short rates down during die easing 
of monetary policy from 1989 to 1992. Together, the drop in Ml velocity in 
recent years illustrates both its high interest-rate sensitivity and the fairly loose 
relationship of Ml with interest rates and income. With the rapid expansion of 
transactions deposits, total reserves grew at a 12.25 percent annual rate last year, 









down from the 20 percent pace posted in 1992. Adding the increase in currency 
results in a 10.5 percent growth rate for the monetary base in 1993, die same 
performance as the previous year. 

Confronted with this rapid expansion in transaction deposits, and therefore 
required reserves, and directed by the FOMC to keep reserve market pressures 
unchanged over all of 1993, the domestic desk at the Federal Reserve Bank of 








POUCY REPORT TO THE U.S. CONGRESS 699 


New York added about $35 billion of securities, on net, to die system open 
market account over die course of die year. In keeping with previous FOMC 
instructions, those purchases were weighted more heavily than in die past toward 
longer-maturity instruments. As a result, die average maturity of the Treasury 
securities held by the Federal Reserve moved up slighdy over 1993, to 3.2 years. 


Table 43.3 


Growth of Money and Debt (percent) 



Period 

Ml 

M2 

M3 

Domestic 

nonfinanclaf 

debt 

Annual, 

fourth quarter to fourth quarter' 

1980 

7.4 

8.9 

9.6. 

9.1 

1981 2 


5.4 (2.5) 

9.3 

12.4 

9.9 

1982 


8.8 

9.2 

9.9 

9.6 

1983 


10.4 

12.2 

9.9 

12.0 

1984 


5.5 

8.1 

10.9 

14.0 

1985 


12.0 

8.7 

7.6 

14.2 

1986 


15.5 

9.3 

8.9 

13.4 

1987 


6.3 

4.3 

5.7 

10.3 

1988 


4.3 

5.3 

6.3 

9.0 

1989 


.6 

4.8 

3.8 

7.8 

1990 


4.2 

4.0 

1.7 

6.6 

1991 


7.9 

2.9 

1.2 

4.6 

1992 


14.3 

1.9 

.5 

5.0 

1993 


10.5 

1.4 

.6 

4.9 

Quarter (annual ratep 

1993:01 

8.3 

-1.3 

-3.2 

4.0 

02 


10.7 

2.2 

2.1 

4.5 

Q3 


12.0 

2.6 

1.1 

5.7 

04 


9.4 

2.1 

2.4 

5.2 


1. From average for fourth quarter of preceding year to 3. From average for preceding quarter to average for quar- 

average for quarter of year indicated. ter indicated 

2. Ml ad|usted for shift to NOW accounts in 1961. 





_44 

John A. Holsen 

The Medium-Term Outlook for 
Kazakhstan's Economy 

( 1995 ) 


Introduction 

1. With the breakup of the Soviet Union, the collapse of die old economic order 
has brought confusion and hardship to the Kazakhstan economy. During the 
1990-93 period Kazakhstan suffered a 30 percent drop in total production. At 
die same time, inflation grew rapidly, rising to some 2,000 percent per year in 
1993. In addition, upon the establishment of independence in 1992, Kazakhstan 
instituted a series of major reforms aimed at a rapid transition to a free market 
economy. The reforms involve eliminating state control of prices and trade, and 
the privatization of die enterprise sector. 

2. Those who now design and implement economic policies in Kazakhstan 
face the difficult task of simultaneously trying to accomplish four broad eco¬ 
nomic objectives. These are: (1) halting the decline in economic output and 
restoring economic growth, (2) bringing inflation under control, (3) implement¬ 
ing structural and institutional reforms to continue the transition to a market- 
oriented economy that is more closely integrated into the world economy, and 
(4) providing an adequate social safety net during the transition period. In the 
longer run, certainly, progress in any one of these areas will make it easier to 
succeed in the others. But in the shorter run, conflicting demands make policy 
trade-offs necessary, especially in making budgetary decisions. 


Condensed, with permission, from John A. Holsen, “The Medium-Term Outlook for 
Kazakhstan’s Economy,” prepared for Kazakhstan Economic Report, vol. II, annex 3 
(Washington, DC: The World Bank, July 1995). The views expressed are those of die 
author and do not necessarily reflect the views or policies of The World Bank and its 
affiliated organizations. “Appendix A: The Flow-of-Funds Accounting Framework” has 
been provided by the author. 
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3. This report outlines a medium-term (1994-97) macroeconomic framework 
for Kazakhstan. Taking into account multiple objectives and policy trade-offs, 
die framework outlines a pattern of development that could be both feasible and 
desirable. The specific estimates, however, should not be taken as either fore¬ 
casts of what will happen or targets for what should happen. Instead, they are 
best understood as approximate midpoints of ranges for die basic economic 
magnitudes—if the indicated assumptions and exogenous conditions are real¬ 
ized. But an important feature of the analytical framework used is that it lends 
itself to the analysis of alternative policies and differing external circumstances. 

Outlook for Production, Prices, and Employment 

4. The macroeconomic framework is premised on several basic assumptions. 
First, the recovery of the Kazakh economy will take some time. In regard to 
production, the best that can be expected over the next few years is to halt 
production declines. The projection assumes a “bottoming out” of real output in 
the 1994-96 period, with a recovery not taking place until 1997. This scenario is 
strongly influenced by the need for industrial restructuring in the light of the 
declines in trade with other republics of the Former Soviet Union and the 
changes in relative prices as subsidies are reduced and the Kazakh economy 
becomes more closely integrated with the world economy. 

5. At the end of 1993 open unemployment was estimated at only 1 percent of 
the labor force. But many workers were furloughed and many enterprises were 
overmanned. Given enterprise reforms, the potential for labor shedding over the 
next few years is very high. The macroeconomic framework assumes that open 
unemployment will rise to 12 percent by 1997. Some system of compensation 
for the unemployed will clearly be necessary. 

6. The problem of inflation—given its close association with monetary 
and credit expansion—seems capable of a more rapid solution. Here the 
projection sets a more optimistic target: reducing monthly inflation rates to 
no more than 7 percent in December 1994, 5 percent in December 1995, 3 
percent in December 1996, and 1 percent in December 1997. Such targets 
carry substantial implications for the monetary system as well as the behavior 
of households and enterprises. 

Trends in the Monetary Sector Account 

7. The rate at which it will be feasible to bring monetary expansion—and hence 
inflation—under control depends heavily on the principal asset accounts in the 
monetary survey. Table 44.1 provides the projected balance sheet for the mone¬ 
tary sector, including the central bank (National Bank of Kazakhstan or NBK) 
and the commercial banks. The projected data show about as rapid a reduction in 
monetary expansion as seems consistent with credible values for the main asset 
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accounts if balanced attention is to be given to the full range of economic policy 
objectives. In addition, the factor linking monetary expansion with the rate of 
inflation—die monetary velocity—will be considered. 

8. Increases in net international foreign exchange reserves (including gold 
from domestic sources) are projected to average about US $160 million in 1994— 
95, but the average increase rises to US $445 million in 1996-97, or about 1.5 
percent of the GDP (see Table 44.1). While it is clearly desirable for Kazakhstan 
to build up its international reserves, die projected increases in foreign exchange 
reserves, particularly in 1996 and 1997, may preempt a larger share of the 
limited expansion in monetary system assets than is consistent with die targets 
for bringing inflation under control. 

9. Regarding banking system financing of the budget deficit, in die accompany¬ 
ing projection, monetary system financing for the consolidated budget is held to 1.0 
percent of the GDP throughout die 1994-97 period. The case for this ceiling rests on 
a judgment as to the desirable balance among raising taxes, cutting expenditures, and 
die various possibilities for deficit financing that will be considered below. 

10. Credit to the “rest of the economy" (ROE) consists of credit to industrial, 
commercial, and agricultural enterprises. As measured by die credit/GDP ratio, 
credit to the ROE would continue to decline from 12.4 percent of the GDP at the end 
of 1993 to 8.6 percent of the GDP at the end of 1997 (see Table 44.1). A substantial 
decline in this ratio seems an almost unavoidable part of reining in monetary expan¬ 
sion. Such a tight credit program would doubtless put heavy pressure on the cash 
flow position of enterprises. While the positive side of this is that it tends to force the 
issue of shedding redundant labor and undertaking restructuring, the negative side is 
that it may leave potentially viable enterprises either without means to survive while 
they are putting restructuring plans together, or without the financial means to imple¬ 
ment their plans once they have been formulated. Given the limits on lending by 
banks, supplementary financial support for enterprise restructuring should be avail¬ 
able through the budget, with access to this “safety nef’ for enterprises strictly 
conditional upon preparation and implementation of enterprise restructuring pro¬ 
grams that will eliminate the need for continued subsidies. 

11. As the inflation has proceeded, the ratio of money to GDP (including 
both banknotes and deposit money) has fallen sharply, and was little more than 5 
percent at the end of 1993. An important issue is the extent to which this in¬ 
crease in velocity (or drop in money supply as a share of the GDP) will be 
stabilized and then reversed as inflation is brought under control. Balancing 
various considerations, the monetary survey projection in Table 44.1 assumes 
that the velocity of money (and hence the stock of currency and deposits as a 
share of the GDP) will re main constant at the December 1993 level. 1 The pro¬ 
jected early drop in real GDP allows room for some inflation in 1994, but this 
disappears as monetary expansion is squeezed and real GDP recovers. 

12. The targets proposed for bringing inflation under control will require a 
radical change from past policies regarding net domestic credit. Peihaps the main 
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Table 44.1 


Monetary Sector Account 

(actual December 1993 and projected December 1994-97) 



Actual 

Projected Projected 

Projected 

Projected 


1993 

1994 

1995 

1996 

1997 

Stocks at year-end (milfion tense) 





Net foreign assets (NFA) 

-1,860 

-8,473 

615 

47,791 

116,653 

Credit to government (net) 

-576 

4,721 

20350 

48069 

87.855 

Credit to rest of economy 

15.445 

121,113 

233391 

330,880 

378315 

Net other accounts 

-6.297 

-58,705 

-139,761 

-242,737 

-346,174 

Total Assets 5 Liabilities 

6,712 

58,656 

114,995 

184002 

236.649 

Notes in hands of public 

2053 

19,690 

38,613 

61,870 

79,492 

Deposit money 

4.459 

38.966 

76381 

122333 

157,157 

Stocks at year-end (as percent of annual rate of GDP in December): 



Net foreign assets (NFA) 

-1.50 

-0.78 

0.03 

1.40 

2.66 

Credit to government 

-0.46 

0.44 

0.97 

1.42 

2.01 

Credit to rest of economy 

12.44 

11.16 

10.98 

9.70 

8.64 

Net other accounts 

-5.07 

-5.41 

-6.57 

-7.12 

-7.90 

Total Assets * Liabilities 

5.40 

5.41 

5.40 

5.40 

5.40 

Notes in hands of public 

1.81 

1.81 

1.81 

1.81 

1.81 

Deposit money 

338 

338 

338 

338 

338 

Flows during the year (as percent of annual total GDP): 




Net international reserves (NIR) 

604 

1.07 

0.76 

135 

1.42 

(of which foreign exchange) 

338 

-0.70 

-0.39 

0.65 

0.64 

(of which gold stocks) 

2.66 

1.77 

1.14 

0.90 

0.77 

Credit to government 

-1.98 

1.00 

1.00 

1.00 

1.00 

Credit to rest of economy 

46.58 

19.95 

7.11 

331 

IOO 

Net other accounts 

-3100 

-1203 

-531 

-337 

-2.29 

Total Assets = Liabilities 

19.63 

9.79 

3.56 

230 

1.32 

Notes in hands of public 

6.84 

309 

IOO 

.84 

0.45 

Deposit money 

12.75 

630 

236 

1.66 

0.88 


Notes: Estimates for 1993 based on monetary data provided by NBK. Data for 1994-97 are 
simulations based on the targets and assumptions discussed in the text Numbers may not 
add exactly because of rounding. December stocks as a share of GDP were calculated using 
estima t es of the annual rate GDP for December. The stock for "net other accounts" includes 
all other asset and liability accounts; these estimates are strongly influenced by bank "profits" 
from high nominal interest rates (which ate assumed to be added to capital red reserves) and. 
in the case of the figures on stocks, by the offsets to the revaluation of net foreign assets due 
to exchange rate changes. In the stock figures "net foreign assets" (NFA) includes substantial 
long-term liabilities, while in the flow figures the change in foreign long-term liabilities is 
included in "net other accounts". In the flow data only net international res erves (NIR) are 
included; the changes in NIR are divided between those in foreign exchange, which 
correspond to the figures in the BOP. and those which re pr ese nt increases in gold stocks 
resulting from purchase of domestic gold for local cunency. In the stock figures net foreign 
assets are valued at end-of-year exchange rales, with a revaluation adjustment inc l uded in 
"net other accounts"; in the flow figures net international reserves are valued at average 
annual exchange rates. 
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question to be asked about the accompanying projection of die monetary survey is 
whether the projected restrictions on credit to the enterprise sector (die “rest of die 
economy”) will be economically and socially acceptable. Credit policies must be 
tight enough to provide strong pressures for inefficient and loss-making firms to 
undertake restructuring. But these firms must not be so hard pressed that die impact 
on output and employment becomes so severe that die credit policies are reversed 
and die effort to bring inflation under control is at least temporarily abandoned. 

The Consolidated Government Budget 

13. Fiscal management in Kazakhstan has usually been analyzed on the basis 
of trends in the regular government budget. Although this budget includes 
both local authorities and the central government, it leaves out the ex¬ 
trabudgetary funds (EBFs). The most important EBFs are those related to 
social protection, particularly the pension fund and the employment fund. 
Their omission from fiscal analysis could be justified if one could safely 
assume that the extrabudgetary accounts would, as a group, be balanced and 
if, in addition, there were no important policy issues that could make desir¬ 
able a reallocation of revenues and expenditures between the regular govern¬ 
ment budget and the extrabudgetary accounts. At present, however, neither of 
these conditions is fulfilled. There are major policy issues, particularly with 
respect to the social protection funds, that need to be considered as part of the 
budgetary review process. Moreover, the extrabudgetary accounts make 
major additions to the levels of taxation and expenditure, so general fiscal 
policy issues cannot be adequately considered without taking them into ac¬ 
count. In the accompanying macroeconomic framework we have used a con¬ 
solidated account that includes estimates for the extrabudgetary accounts, as 
well as for the regular government budget. 

14. The consolidated budget of Table 44.2 finances a wide range of expendi¬ 
ture programs, but for our purposes it is convenient to consider four broad 
classes of expenditures: (1) general government administration (Consumption in 
Table 44.2); (2) investment expenditures; (3) social protection (transfers to 
households and consumer subsidies); and (4) restructuring and producers’ subsi¬ 
dies (traditional producer subsidies, including a proposed economic restructuring 
safety net for enterprises). 

15. General government administration. As Table 44.2 indicates, the eco¬ 
nomic program adopted at the start of 1994 included a sharp reduction in general 
government consumption, expenditures from an estimated 18.4 percent of the 
GDP in 1993 to 16.0 percent of a smaller GDP in 1994, a reduction that may not 
be easy to implement. And the clearance of arrears in April-May may add 
another 2.3 percent of the GDP to consolidated government expenditures during 
this year. 

16. Expenditures for social protection. Expenditures for social protection 
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Table 44.2 

Consolidated Government Budget 

(estimated 1993 and projected 1994-97, as percentages of GDP) 


Estimate Projected Projected Projected Projected 
1993 1994 1995 19% 1997 


Current revenues and grants 34.31 

Direct Taxes 17.06 

Indirect Taxes 9.98 

Non-Tax revenues 6.09 

External Grants 1.17 

Current expenditures 32.08 

Consumption 18.39 

Interest on domestic debt 0.00 

Interest on external debt 0.11 

Transfers to households 9.62 

Total subsidies 4.18 

Consumer subsidies 1.70 

Producer subsidies 2.48 

1994 arrears clearance costs 

Budgetary saving 2.01 

Capital revenues 2.74 

Investment expenditures 6.08 

Deficit (+) and its financing -1.33 

Borrowing from banking system -1.98 
Other domestic sources 2.99 

External borrowing (net) 0.32 


33.45 

34.55 

36.34 

38.19 

14.53 

17.17 

18.77 

20.28 

11.09 

13.41 

14.30 

15.38 

6.67 

3.35 

2.80 

2.13 

1.17 

0.62 

0.49 

0.42 

35.17 

33.38 

34.14 

33.84 

15.% 

15.94 

16.32 

16.75 

0.00 

0.00 

1.12 

0.69 

0.69 

0.66 

0.67 

0.66 

11.31 

10.80 

11.30 

11.26 

7.21 

5.98 

4.74 

4.49 

0.41 

0.50 

0.50 

0.50 

4.52 

4.49 

4.24 

3.99 

2.28 

0.99 

- 

-- 

-1.72 

1.16 

2.21 

4.35 

1.78 

1.53 

2.01 

1.94 

7.79 

7.82 

8.10 

8.64 

-7.73 

-5.13 

-3.89 

-2.35 

1.00 

1.00 

1.00 

1.00 

1.89 

0.99 

1.12 

0.31 

4.84 

3.13 

1.77 

1.04 


Notes: Data are estimates and simulations by the author. These consolidated budget 
data include receipts and expenditures of the central and local governments and also of 
the extrabudgetary funds; intergovernmental transfers are excluded. 


(consumer subsidies, and other transfers to households) are projected to grad- 
ually rise, from 11.32 to 13.4 percent of the GDP in 1997. 2 The increase in 
unemployment benefits alone is expected to be 1.9 percent of the GDP, made 
necessary by the assumed rise of unemployment to 12 percent of the labor force. 

17. The projected growth of pension fund expenditures in 1994-97 reflects in 
large part the changing age structure of the population. While total population is 
assumed to grow at 0.86 percent per annum, the population eligible for pensions 
is projected to grow at 1.71 percent per annum. The average benefit level is held 
constant in real terms at the 1993 level. This level is equivalent to about one- 
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fourth of per capita consumption in 1990, and must be seen as a very modest, if 
not parsimonious, level for a society in which most elderly people have few if 
any assets and no other source of retirement income. Looking at all forms of 
projected revenues and expenditures, however, it is not possible to see how the 
average pension benefit could be increased significantly above the presently 
projected level. The tax reductions effective at the start of 1994 have changed the 
pension fund from one that might have run a modest surplus,-to one that will run 
a substantial deficit. 

18. Consolidated government capital expenditures. Investment spending has 
been one of the most severely reduced budget items in die past few years, 
dropping from 11.4 percent of the GDP in 1992 to an estimated 6.1 percent in 
1993. Deteriorating economic infrastructure will frustrate the economic output 
targets unless investment expenditures in key sectors can be restored. Moreover, 
there is an equally urgent need to expand capital transfers to directly productive 
activities to support economic restructuring programs. 

19. Starting from the low 1993 base, the projected 1994-97 consolidated 
budget would provide for a substantial recovery in government-financed invest¬ 
ments in real terms, increasing by 22 percent over the period 1993-97. Invest¬ 
ment expenditures, however, would still be well below 1992 levels, so careful 
administration will be necessary. 

20. Producer subsidies and restructuring subsidies. In die short run, budget¬ 
ary outlays for producer subsidies are likely to increase, not because total pro¬ 
ducer subsidies are increasing, but because their cost is being shifted from the 
monetary account to the budget. In the recent past, enterprise subsidies largely 
took the form of “directed credits” (especially to enterprises in financial diffi¬ 
culty) and interest rates that were highly negative in real tenns. Given die tight 
budgetary situation, the need for restructuring subsidies will have to be met 
largely by reallocating the producer subsidies that are already in the budget But 
because the need for restructuring subsidies is likely to be substantial and it will 
take some time to reprogram the existing producer subsidies, the accompanying 
budget simulations provide some additional funds for restructuring purposes. 

21. Just as there must be a safety net for individuals and households, there 
must also be a safety net for distressed enterprises. However, an effort should be 
made clearly to separate “bankable” operations from those that are, or should 
realistically be expected to become, subsidies. “Bankable” operations should be 
financed by long-term capital resources on commercial terms. In contrast, assis¬ 
tance to distressed enterprises should be: (1) financed from the budget, (2) pro¬ 
vided on a grant basis (or, for activities expected to remain in the public sector, 
an equity basis), and (3) always conditioned on the preparation and implementa¬ 
tion of an agreed-on restructuring program. 

22. Consolidated budget expenditures. The simulated trend in total govern¬ 
ment expenditures involves a modest decline, from 43.0 to 42.5 percent of the 
GDP, between 1994 and 1997. The most important factors tending to increase 
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government expenditures are the growth in unemployment compensation bene¬ 
fits and die transfer of social functions from enterprises to local authorities. Both 
of these changes will reduce financial pressures on enterprises. The most impor¬ 
tant factor leading to a decrease in government expenditures is die assumed 
nonrepetition of the arrears clearance subsidies of 1994 and 1995. Significant 
changes in the level of other expenditures are not projected; the projected in¬ 
crease in interest costs is offset by reductions in expenditures for consumption. 
In terms of fiscal management, this is an ambitious target, especially in 1994. A 
significantly more restrictive expenditure program seems neither desirable nor 
realistic; a significantly less restrictive program would compromise the objective 
of bringing inflation under control. 

23. Consolidated budget revenues and deficit financing. Even the restricted 
expenditure levels summarized above will require a large increase in tax reve¬ 
nues if they are to be accompanied by a reduction in the budget deficit to levels 
consistent with a progressive reduction in the rate of inflation. Revenues from 
direct and indirect taxes are estimated at 25.6 percent of the GDP in 1994. In the 
simulations the tax burden will have to increase to 35.7 percent of die GDP in 
1997, an increase of 10.1 percent of the GDP. By any standard, this is an 
exceedingly ambitious target. It is estimated that about three-fourths of the total 
increase would require additional “tax effort” in the form of new taxes, higher 
rates for existing taxes, or improved tax compliance. The remaining one-fourth 
could result from application of the present tax regime to the changing structure 
of income and expenditure, especially the increased share of labor remuneration 
that is expected to be in the form of wages subject to die 30 percent wage tax. 
The need for such a large increase in revenues over the coming years reflects 
partly the need to make up for the decline in the wage tax rate at the beginning of 
1994 (which reduced revenues by about 1.6 percent of the GDP). 

24. The combination of expenditure controls and tax effort would permit the 
consolidated budget deficit to decline from about 7.8 percent of the GDP in 1994 
to 2.8 percent of die GDP in 1997. This would permit borrowing from the mone¬ 
tary system to be limited to no more than 1.0 percent of the GDP. Additional 
domestic resources could be mobilized by nonbank domestic borrowing (which 
averages 1.1 percent of the GDP annually in simulations for 1994—97). The do¬ 
mestic borrowing in 1994 is taking the form of do liar-denominated one-year 
bonds issued in connection with the clearance of arrears. Borrowing could also be 
done using short-term Treasury notes or similar paper. Both types of instruments 
could contribute to developing the financial sector, as well as providing resources 
for the budget. Market determination of the interest rate on short-term Treasury 
notes would be a useful indicator for interest rates. Net external borrowing to 
finance the budget deficit is projected to decline from nearly 5.0 percent of the 
GDP in 1994 to 1.0 percent of the GDP in 1997. This decline in net foreign 
borrowing reflects both the growth in repayment obligations and, because it is 
measured as a share of the GDP, the projected revaluation of the tenge. 
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The Balance of Payments 

25. Kazakhstan’s balance of payments prospects for the medium term are gener¬ 
ally good. With extensive natural resource wealth in metallic minerals, coal, and 
petroleum, it has an unusually favorable resource base. However, a major uncer¬ 
tainty is how the country’s petroleum wealth can be brought to the world market, 
given its landlocked position. On the other hand, not only will there be a large 
inflow of direct foreign investment, but also international lenders will look more 
favorably on lending to Kazakh borrowers because of the country’s strong export 
potential and expected creditworthiness. 

26. Basic data on the balance of payments outlook are provided in Table 
44.3. Both exports and imports are expected to increase substantially in dollar 
terms. However, they decline as a share of the GDP because of the expected real 
appreciation of the exchange rate and, at the end of the period, the increase in 
real GDP. Because the outflows from interest payments on external debt and 
profit remittances on direct foreign investment are growing over the period, 
consolidated net factor service payments rise to about US $700 million in 
1997. The average current account deficit of 5.4 percent of die GDP in 1994-97 
is above the level that can normally be sustained by a country whose external 
financing consists of loans on commercial terms and direct foreign investments. 
However, this comparatively high deficit figure partially reflects the undervalua¬ 
tion of the tenge in the initial years. At current prices and exchange rates, the 
current account deficit is declining during the period and is down to 3.7 percent 
of the GDP in 1997. The effect of this deficit on the debt service burden is 
reduced by the fact that much of the deficit will be financed by direct foreign 
investment (DFI). 

27. DFI, primarily in the petroleum sector, plays a major role in the capital 
account. The expected inflows rise from US $330 million in 1994 to US $912 
million in 1997. When trade credits and medium- and long-term (M&LT) loans 
are combined, net borrowing is expected to average about US $840 million 
annually. The projection includes an average of about US $80 million annually 
in “errors and omissions”; this is an allowance for unrecorded capital flight 
However, holding capital flight to this level depends on both die reasonable 
success of the stabilization effort and having domestic interest rates that offer an 
adequate return to savers. The development of a domestic market for dollar- 
denominated bonds could offer an attractive alternative to capital flight. 

28. The BOP simulations suggest a very comfortable buildup in 
Kazakhstan’s foreign exchange reserves during the next several years. Including 
gold from domestic sources, increases in net foreign exchange reserves would 
average more than US $300 million annually during 1994-97. 3 In terms of 
months of import coverage, the central bank’s gross foreign exchange reserves, 
including gold, rise from the equivalent of 2.5 months’ imports at the end of 
1993 to 3.24 months’ imports at die end of 1997. 


MEDIUM-TERM OUTLOOK: KAZAKHSTAN 709 


Table 44.3 


Balance of Payments 

(estimated 1993 and simulated 1994-97, in millions of US$) 



1993 

1994 

1995 

19% 

1997 

Current Account (million US$) 

Exports (merchandise) 

3,922.6 

5,909.2 

6,499.9 

8,095.3 

9,367.3 

Imports (merchandise) 

4,466.4 

6,845.4 

7,495.7 

8,853.4 

9,726.3 

Trade balance 

-543.8 

-936.2 

-995.8 

-758.1 

-359.0 

Non-factor services (net) 

-145.5 

-198.0 

-219.1 

-247.6 

-286.8 

Resource balance 

-689.3 

-1,134.2 

-1,214.9 

-1,005.7 

-645.8 

Net factor services - Government + ROE 

-46.3 

-261.0 

-316.1 

-493.9 

-702.0 

Net current transfers 

120.0 

165.0 

135.0 

135.0 

135.0 

Current account balance 

-615.6 

-1,230.2 

-1,396.0 

-1,364.6 

-1,212.8 

Capital Account (million US$) 

Direct foreign investment 

123.0 

330.0 

345.0 

844.0 

912.0 

Government M&LT loans 

33.2 

598.8 

684.0 

492.2 

337.2 

ROE Trade credits 

362.5 

365.2 

362.5 

290.0 

232.0 

Exceptional Financing - Government 

408.0 

86.0 

0.0 

0.0 

0.0 

Exceptional Financing - ROE 

372.5 

-148.2 

0.0 

0.0 

0.0 

Capital not elsewhere included (n.e.i.) 

-146.8 

0.0 

0.0 

0.0 

0.0 

Errors and omissions 

-170.8 

-100.0 

-80.0 

-80.0 

-60.0 

Change in foreign exchange reserves 






Excluding gold 

366.0 

-98.4 

-84.5 

181.6 

208.4 

Including gold (domestic sources) 

638.2 

151.6 

165.5 

431.6 

458.4 

Maior Flow as Shares of GDP (at current prices and exchange rates): 




Exports (merchandise) 

38.34 

41.79 

29.76 

29.11 

28.92 

Imports (merchandise and net NFS) 

45.08 

49.81 

35.32 

32.72 

30.92 

Resource Balance 

-6.74 

-8.02 

-5.56 

-3.62 

-1.99 

Net Factor Service Payments of Government^) -0.11 

-0.69 

-0.66 

-0.67 

-0.66 

Net Factor Service Payments of ROE (-) 

-0.35 

-1.16 

-0.78 

-1.11 

-1.51 

Net Current Transfers 

1.17 

1.17 

0.62 

0.49 

0.42 

Current Account Balance 

-6.02 

-8.70 

-6.39 

-4.91 

-3.74 

Direct Foreign Investment 

1.20 

2.33 

1.58 

3.03 

2.82 

Net M&LT Loans to Government 

0.32 

4.23 

3.13 

1.77 

1.04 

Net M&LT Loans to ROE 

3.54 

2.58 

1.66 

1.04 

0.72 

Exceptional Financing - Government 

3.99 

0.61 

0.00 

0.00 

0.00 

Exceptional Financing - ROE 

3.64 

-1.05 

0.00 

0.00 

0.00 

Capital n.e.i. and E&O - ROE 

-3.10 

-0.71 

-0.37 

-0.29 

-0.19 

Change in net international reserves 

3.58 

-0.70 

-0.39 

0.65 

0.64 

(excluding gold from domestic sources) 







Notes: Ministry of Economy and the author’s estimates for 1993; the author’s simulations for 1994-97. 
Actual and expected variations in the real exchange rate make the trends in dollar flows substantially 
different than the trends in these flows expressed as a share of GDP. 
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29. The favorable balance of payments and reserve situation offers a margin 
of comfort for the economic managers. The nation’s gold and foreign exchange 
reserves are there to be drawn on to protect other aspects of the economic 
program. By maintaining a flexible exchange rate, with the level fixed in the 
auction market, die authorities can choose to enter the market to buy for reserves, 
or they can sell from reserves; in either case the change in supply should have 
the desired effect on the exchange rate and the level of imports. Also, should the 
enterprise sector need a somewhat higher level of trade credits to help finance 
the industrial restructuring effort, the country should be creditworthy for the 
increased level of external borrowing. 

30. Despite the large nominal devaluation during 1993, in real terms there 
was a strong appreciation of the Kazakh currency. The index of the real ex¬ 
change rate appreciated by 176 percent between December 1992 and December 
1993. While the nominal rate will, of course, respond to fiscal and monetary 
management and to expectations regarding future policies, over the medium 
term some further appreciation of the real exchange rate seems likely, as do¬ 
mestic relative prices move closer to those of Kazakhstan’s trading partners, 
and as market exchange rates come closer to purchasing power parity for trad¬ 
able goods. 

Investment and Consumption; Enterprises and Households 

31. An overview of the origin and use of resources. Table 44.4 summarizes the 
projected origin of real resources (from production and net imports) and the use 
of real resources (for consumption and investment) in the Kazakh economy. This 
table brings together what has been discussed earlier about trends in output, the 
balance of payments, and the consolidated government budget. Taken together, 
these determine the trends in real resources that will be available for the rest of 
the economy (enterprises and households). A projection of self-financed invest¬ 
ment expenditures by the enterprise sector is added. Private or ROE consumption 
is then calculated as a residual. 4 The implications for households and enterprises 
are then examined in more detail with the help of an analysis of the flows of 
funds for households and enterprises. 

32. Although total output changes only slightly between 1994 and 1997, 
there will be large shifts in how this output will be used. Thus, by 1997, the level 
of fixed investment expenditures (measured in 1993 prices) is projected to be 
about 40 percent above the levels of 1993 and 1994. Several factors will tend to 
slow the pace at which investment by enterprises will recover: the inevitable 
uncertainties, the short time horizon that is typical when inflation rates are high, 
and difficulties in mobilizing long-term capital. However, investments in the 
energy sector and also the high financial rates of return (e.g., on investments in 
energy-saving equipment) will work in the opposite direction. Thus the projec¬ 
tions provide for a relatively strong recovery in the real level of fixed invest- 
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Table 44.4 


The Origin and Use of Real Resources 

(estimated 1993 and simulated 1994-97) 



1993 

1994 

1995 

1996 

1997 

A. At constant 1993 prices and exchange rates (in millions of tenge) 



Gross Domestic Product (GDP) 

28,654 

26,514 

25,932 

25,999 

27,006 

Resource Balance (ResBal) 

1,931 

2337 

2,372 

2371 

1,816 

Exports (merchandise) 

10,987 

10,680 

10,988 

11,718 

13,304 

Imports (merchandise) 

12,510 

12,526 

12,835 

13,427 

14,480 

Non-factor services (net) 

-408 

-491 

-525 

-563 

-640 

Total Expenditures (GDP+ResBal) 

30,585 

28,851 

28,303 

28,270 

28,823 

Consumption expenditures 

23,708 

22,535 

22,187 

21,761 

21,611 

Government 

5,270 

4,280 

4,182 

4,325 

4,544 

Rest of economy (households) 

18,439 

18,255 

18,005 

17,436 

17,317 

Investment expenditures 

6,877 

6,317 

6,116 

6,509 

6,962 

Fixed investment 

4,871 

4,726 

5,468 

5,989 

6,718 

Inventory investment 

2,006 

1,591 

648 

520 

243 

B. Volume Indices (1993=100) 






Gross Domestic Product 

100.0 

92.5 

90.5 

90.7 

94.3 

Total Expenditures 

100.0 

94.3 

92.5 

92.4 

94.2 

Consumption expenditures 

100.0 

95.0 

93.6 

91.8 

92.2 

Government 

100.0 

81.2 

79.4 

82.1 

86.2 

Rest of economy (households) 

100.0 

99.0 

97.6 

94.6 

93.9 

Investment expenditures 

100.0 

91.9 

88.9 

94.6 

101.2 

Fixed investment 

100.0 

97.0 

112.3 

122.9 

137.9 

Inventory investment 

100.0 

79.3 

32.3 

25.9 

12.1 

C. Percent Share of GDP (from data in current prices) 





Gross Domestic Product 

100.00 

100.00 

100.00 

100.00 

100.00 

Resource Balance 

6.74 

8.02 

5.56 

3.62 

1.99 

Exports (merchandise) 

38.34 

41.79 

29.76 

29.11 

28.92 

Imports (merchandise) 

-43.66 

-48.41 

-34.32 

-31.83 

-30.03 

Non-factor services (net) 

-1.42 

-1.40 

-1.00 

-0.89 

-0.89 

Total Expenditures (GDP + ResBal) 

106.74 

108.02 

105.56 

103.62 

101.99 

Consumption expenditures 

82.74 

84.02 

84.56 

82.12 

80.59 

Government 

18.39 

15.96 

15.94 

16.32 

16.75 

Rest of economy (households) 

64.35 

68.06 

68.62 

65.79 

63.84 

Investment expenditures 

24.00 

24.00 

21.00 

20.50 

21.40 

Fixed investment 

17.00 

18.00 

18.50 

19.50 

20.50 

Inventory investment 

7.00 

6.00 

2.50 

2.00 

0.90 

(of which increase in gold stocks in N1R] 

2.66 

1.77 

1.14 

0.90 

0.77 


Notes: Estimates and simulations by the author. 
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ment The increase in fixed investment as a share of the GDP is less dramatic 
than the increase in fixed investment at constant prices because die prices of 
investment goods are expected to decline relative to consumer goods. This 
movement in relative prices reflects the expected gradual revaluation of die 
tenge combined with the larger weight of imports in investment expenditures, 
and also the expected rise in the relative prices of foodstuffs and other agricul¬ 
tural products (as Kazakhstan prices move more in line with world prices). 
Inventory investment has been relatively high in the past few years, but annual 
additions to inventory should decrease sharply as credit becomes tighter, infla¬ 
tion is slowed, and restructuring enterprises stop producing goods for which they 
have no market 

33. The real resources needed to increase fixed investment would come 
from (1) the large projected decline in inventory investments, (2) the projected 
decline in government consumption, and (3) some further decrease in house¬ 
hold consumption. Per capita private consumption as measured in the national 
accounts has already fallen drastically since 1990. With that year as “100,” the 
index had fallen to 58 by 1993. A further drop, to 53 (in 1997), is implied by 
the macroeconomic framework. Given the likely trends in output dining the 
restructuring process, and the need to increase fixed investment, it does not 
seem possible to reverse this declining trend in private consumption before 
1998. The fact that average per capita consumption by households is likely to 
decline somewhat further before beginning to recover adds to the importance of 
the social protection programs and the provision of an effective safety net for 
those most adversely affected by the economic restructuring process and other 
vulnerable groups. 

The “Rest of the Economy” Account 

34. The account for households and enterprises—die “rest of the economy”— 
shows tiie flows between the ROE and the three economic manageme nt accounts 
(monetary, budget, and BOP) and also the ROE’s use of resources for consump¬ 
tion and investment. Thus it indicates what is implied for households and enter¬ 
prises by the developments projected in the other sectors along with the assumed 
trends in total GDP and investment. The results are presented in Table 
44.5. This table serves a number of purposes. It shows the origin of savings by 
the rest of the economy and how these savings, along with borrowing from the 
monetary system and from abroad, finance the real and financial investments of 
these sectors. Given the recent “liquidity squeeze” on the enterprise sector, and 
the need for relatively tight credit policies to bring inflation under control, it is 
particularly important to analyze how the projected level of fixed investment by 
enterprises could be financed. 

35. Household disposable income. Although wages and other factor income 
received by households total 46 to 48 percent of the GDP, household disposable 
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Table 44.5 


Sources and Usee of Funds for the “Reel of the Economy” 

(estimated for 1993 and projected 1994-97, as percentages of GDP) 



1993 

1994 

1995 

1996 

1997 

A. Disposable Income of Household Sector 

Sources of disposable income 

Wages and other factor income 

46.04 

47.85 

47.71 

46.66 

45.91 

Non-wage transfers from enterprises 

24.16 

17.55 

14.78 

11.83 

9.92 

Government transfers to households 

9.62 

11.31 

10.80 

1130 

1136 

Less direct taxes paid by households 

-2.73 

-140 

-140 

-140 

-140 

Disposable income of households 

77.09 

7431 

7039 

6739 

64.68 

Uses of disposable income 

Household consumption 

64.35 

68.06 

68.62 

65.79 

63.84 

Increase in money holdings of households 

12.74 

635 

237 

139 

0.84 

B. Disposable Income of Enterprise Sector 

Sources of disposable income 

Gross profits (including depredation) 

48.16 

4837 

44.86 

43.78 

4330 

Interest from government 

0.00 

0.00 

0.00 

1.12 

0.69 

Less non-wage transfers to households 

-24.16 

-1735 

-14.78 

-1133 

-9.92 

Less direct taxes paid by enterprises 

-14.33 

-1113 

-14.77 

-1637 

-17.88 

Less non-tax government revenues 

-6.09 

-6.67 

-3.35 

-180 

-2.12 

Less net factor payments to abroad 

-0.35 

-1.16 

-0.78 

-U1 

-131 

Disposable income of enterprises 

3.23 

10.77 

11.18 

1230 

12.46 

Uses of disposable income 

Enterprise gross savings (include depreciation) 

3.23 

10.77 

11.18 

12.80 

12.46 

C. Consolidated Capital Account for the "Rest of the Economy" 





Sources of capital 

Household and enterprise saving 

15.97 

17.02 

13.45 

1439 

1330 

Loans from monetary system 

46.58 

19.95 

7.1 

331 

130 

Direct foreign investment 

1.20 

133 

138 

3.03 

182 

Net MALT loans 

3.54 

158 

1.66 

1.04 

0.72 

Other balance of payments capital flows 

0.54 

-0.10 

-037 

-039 

-0.19 

Total capital sources 

71.82 

40.13 

23.43 

21.69 

17.85 

Uses of capital 

Investment financing 

15.26 

14.44 

. 1104 

1230 

11.99 

Increase in mooey holdings 

19.63 

9.79 

336 

150 

1.32 

Increase in bonk capital and reserves 

31.20 

1233 

5.31 

337 

239 

Purchase of assets from government (capital revenues) 

2.74 

1.78 

133 

101 

1.94 

Net lending to government 

199 

1.89 

0.99 

1.12 

0.31 

Total capital uses 

71.82 

40.13 

23.43 

21.69 

17.85 
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Notes; Author’s estimates and simulations. Except for the net flow between enterprises and 
households ("non-wage transfers from enterprises/to households"), entries in this table are 
counterparts of entries in Tables LI, L2,1.4 and 1.5. However, a current account flow may be 
disaggregated into its household and enterprise components in Table 1.6. The estimate for 
"non-wage transfers from enterprises/to households" is calculated as a residual which would 
be sufficient to finance ROE consumption plus savings in the form of increased money 
holdings. Because of lack of information enterprise profits distributed to households are 
included in the disposable income and savings of enterprises rather than of households. No 
information is available on capital flows between enterprises and households. 

income is expected to be in the range of 65 to 74 percent of the GDP. The 
difference is explained by three factors. The most important is nonwage trans¬ 
fers from enterprises, including cash bonuses, heavily subsidized housing, and 
the distribution of goods and social services provided by enterprises. The sec¬ 
ond, but increasingly important, factor consists of transfers from the govern¬ 
ment to households through social protection programs. The third factor is that 
in Kazakhstan the burden of direct taxation falls almost entirely on the enter¬ 
prise sector. The projections assume that there will be a gradual shift from 
nonwage to regular wage payments for labor. Thus enterprise-to-household 
transfers are expected to decline from an estimated 24.2 percent of the GDP in 
1993 to about 10 percent of the GDP in 1997. s Local authorities will gradually 
provide social services to replace these transfers, but only as taxes or user 
charges can be put in place. The government has recently limited the size of an 
enterprise’s “consumption fund” (which is the source of much of the nonwage 
labor income) to a maximum of 20 percent of the enterprise’s gross profits; this 
will make a decline in these benefits necessary even when reductions are not 
being forced by die liquidity situation of the enterprises or the management’s 
desire to improve profits. 

36. Real wages are commonly measured by deflating the average cash wage 
by an index of consumer prices. This measure, however, has serious limitations 
as an indicator of effective household income in Kazakhstan. Most important, it 
excludes the relatively large share of labor remuneration that is not in the form of 
cash wages. The simulations suggest that when 1997 is compared with 1993, 
there will be a rise in real cash wage as commonly defined—but that this will be 
more than offset by the decline in the other forms of labor remuneration. In 
addition, as inflation slows, household saving via cash accumulation is expected 
to decline. So household consumption as a share of die GDP can remain rela¬ 
tively stable while household disposable income as a share of the GDP declines 
significantly. The reduced rates of inflation, however, are preconditions for these 
developments. 

37. Enterprise disposable income and saving. Gross profits, including depre¬ 
ciation but excluding interest income from government and abroad, are expected 
to average about 45 percent of the GDP over 1994-97. Although this figure may 
seem high when compared to market economies, it is quickly eroded because 
nonwage transfers to households are treated as a use of gross profits rather than 
as a cost, and because most direct taxation falls on enterprises rather than on 
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households (see Table 44.6). As a result, enterprise disposable income and gross 
savings are expected to be about 11-13 percent of the GDP during 1994-97, a 
very modest level. 

38. The consolidated capital account. This account (in Table 44.S) shows the 
sources and uses of capital for the rest of the economy sector. However, the 
account is basically an account for the enterprise sector and is primarily intended 
to show how that sector can obtain 14 percent of the GDP in 1994 and 12 percent 
in 1995-97 to finance real investment The primary source of finance will be the 
saving of the enterprise sector itself, which is projected to rise to equal the total 
necessary by 1997. The large early drops in total capital sources and uses relate 
to the projected decline in the rate of inflation and die associated decline in die 
expansion of the monetary system. Enterprises, like households, will benefit 
from the declining need to hold higher nominal money balances. This saving will 
be more than offset, however, by the decline in loans from the monetary system. 6 
While the resources should be there to finance the levels of investment indicated 
in Table 44.5, the financial situation of the average enterprise will re main tight 
And, necessarily, a good many enterprises will be worse off than the average and 
are likely to encounter serious financial difficulties. The enterprise safety net will 
have to be in place if “bailout” pressures are to be successfully resisted. 

Summary and Conclusions 

39. The macroeconomic framework discussed in this report has attempted to 
outline a feasible path among the sometimes conflicting policy objectives and 
structural obstacles that confront Kazakhstan’s policy makers. The suggested 
path will not always be an easy one to follow. It recognizes that (1) a good deal 
of economic restructuring will have to take place before satisfactory growth is 
renewed; (2) this restructuring process will doubdess be accompanied by rising 
open unemployment; and (3) although the previous economic system broke 
down quickly, it will take time to build the institutions, structures, and infrastruc¬ 
ture needed for Kazakhstan to have a properly functioning competitive market 
economy. Thus output is not expected to begin to grow again until 1997. Be¬ 
cause of the constrained level of real resources available to the economy, the 
priority policy objectives must include that of avoiding further reductions in 
output and accelerating the renewal of growth. 

40. When compared with 1992 and 1993, much more restrictive policies 
regarding credit to enterprises are needed to bring inflation under control. How¬ 
ever, if these policies are to be durable, a safety net for distressed enterprises will 
be required. Banking system credit should not be used to provide subsidies to 
distressed enterprises, as has been done in the past. To do so would delay devel¬ 
oping a sound commercial banking system without really meeting the restructur¬ 
ing needs of the enterprises concerned. Instead, necessary subsidies for 
restructuring should be provided through the government budget and should be 
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conditioned on the design and implementation of agreed-on economic restructur¬ 
ing programs (including, in appropriate cases, downsizing and liquidation). 

41. Meeting these expenditure requirements will be possible only if there is a 
substantial increase in government revenues. The projections indicate that the 
cumulative increases in tax revenues should amount to 7 to 8 percent of the GDP 
between 1993 and 1997. This estimate assumes that the very substantial con¬ 
sumption expenditure reductions foreseen in the 1994 budget estimates will be 
achieved. Such a large increase in tax revenues is necessary mainly to offset the 
decline in receipts from the “inflation tax” and from die decrease in the wage tax 
at the start of 1994. Only if these increases in tax collections are realized will it 
be possible to both finance essential expenditures and hold deficit financing from 
the central bank to the targeted 1 percent of the GDP. The balance of payments 
outlook is quite favorable. In a generally very tight economic situation, there 
should be some flexibility (especially in 1996 and 1997) in die extent to which 
external resources are drawn on (through a higher trade deficit accompanied by 
more modest increases in international reserves). As Kazakhstan is a landlocked 
country, adequate trade and transit agreements with its neighbors will be needed 
if its export potential is to be realized. Export credits are likely to become an 
important form of capital inflow; arrangements need to be made to see that 
government guarantees on these credits are given only for activities that promise 
to be economically and financially viable. 

Appendix A: The Flow-of-Funds Accounting Framework 

42. The macroeconomic framework used in this report is based on a sources and 
uses of funds accounting framework. This integrates, into a consistent set of 
accounts, (1) the monetary system account, (2) the budget (including the main 
extrabudgetary funds), (3) the balance of payments, (4) an account for the rest of 
the economy (households and enterprises), and (3) the origin and use of resource 
flows from the national income accounts. This has proved to be a useful ap¬ 
proach for the design and analysis of government economic policies (as reflected 
in the budget, die monetary account, and the balance of payments), given expec¬ 
tations regarding external factors and real growth and investment. An important 
benefit of die approach is that it makes explicit the implications of trends in the 
“economic management accounts” for die private sector (or, in the case of 
Kazakhstan, the “rest of the economy”). 

43. The use of a consistent macroeconomic accounting framework also con¬ 
tributes to improvements in the data used for economic policy analysis. This is 
especially useful in the republics of the Former Soviet Union, where even 
roughly comparable data are available for only a short historical period and 
where economic and financial statistics are undergoing revisions to improve their 
usefulness. Table 44.6, “Sources and Uses of Funds Matrix for Kazakhstan 
(1994),” indicates what is about the minimum degree of detail that is needed. 
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This matrix has thirty-two variables, each of which represents a flow between 
two of the sectors of the economy, or between a sector and the ‘‘national ac¬ 
counts,” which show the origin and use of resources. Each flow represents a 
source of funds for die sector shown to its left and a use of funds of die sector 
shown above it The column and die row for any sector comprise its sources and 
uses account A more disaggregated framework might contain separate accounts 
for die enterprise and household sectors, or for die regular government budget 
and extrabudgetary agencies, or for the central bank and the commercial bonks. 
The degree of detail appropriate in the accounting framework depends on die 
data available, die time available, and die purpose of the exercise. The same is 
true for the extent to which it becomes a macroeconomic model, with behavorial 
relationships, rather than a consistent accounting framework. 

44. The sources and uses matrix illustrated in Table 44.6 records no discrep¬ 
ancies and therefore requires statistical consistency between the “source” and the 
“use” flows. When working with historical data, and when two separate esti¬ 
mates are available for any one entry, it is necessary to reconcile die conflicting 
data or choose one of the two as die better estimate. 

45. Table 44.7 presents the same data as Table 44.6, but this time in die more 

conventional format in five separate accounts and including relevant subtotals. 
The “stubs” on Table 44.7 also serve to identify the symbols for die variables 
shown on the matrices in Table 44.6. 
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Notes 

1. Insofar as enterprise deposits might vary from the assumed level, the change would 
be expected to result in an equivalent variation in credit to the enterprise sector, thus such 
variations in the velocity of deposits would not affect the extent to which die enterprise 
sector was able to use bank credit to finance payments to others. 

2. The 1997 estimate includes a 1.5 transfer from the consumption figure. 

3. The BOP accounts for the change in net holdings of foreign exchange but not for 
die increase in gold reserves. This is because the central bank purchases domestically 
mined gold with domestic currency resources rather than foreign exchange. 

4. In preparing the simulations for the macroeconomic framework, desirable levels of 
enterprise investment and household consumption are also looked on as targets. Thus it is 
only true in an algebraic sense that resource use by die “rest of the economy’* is a residual 
depending on the total available and what the government takes. The process of using die 
flow-of-funds approach to prepare a macroeconomic framework involves making repeated 
iterations until one arrives at estimates for households, enterprises, the budget, the balance 
of payments, the monetary accounts, and total output that appear to be feasible, desirable, 
and internally consistent 

5. There is a substantial margin of error in these estimates of nonwage transfers 
because they are not directly measured, but can only be indirectly estimated as that 
amount that would make household disposable income equal to the total of consumption 
and household savings. It will be noted that in the simplified model used, all nongovern¬ 
mental consumption is assumed to be by households, and all nongovernmental investment 
is assumed to be by enterprises. Presently available information on financial flows be¬ 
tween households and enterprises is not sufficient for a more complete analysis. 

6. If, from loans from the monetary system, one deducts the increase in money hold¬ 
ings and the increase in bank capital and reserves (which in the simulation model are 
equal to the “profits” resulting from the high nominal interest rates), then it is seen that on 
a net basis the rest of the economy is financing the banks rather than the banks financing 
the rest of the economy. The banks, of course, use these resources to finance lending to 
the government and the increases in international reserves. 
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scope of, 49-50 
sector groupings, 63,64 
transaction categories, 63,65 
uses, 63 


Flow-of-funds accounts (continued) 
projections, 112,140-48 
assumptions in, 145,146-47 
length of, 145 
matrix oriented, 594 
nature of, 140-41 
and policy formation, 144-46 
private versus central bank, 145-46 
procedure for, 142-44,146-47 
purpose of, 145-46 
quality and usefulness of, 147-48 
single-sector, 144 
of unusual situations, 144 
uses flow-of-funds system as a whole, 
112,142 

versus forecasting, 145 
publication sources, 50 
purpose of, 19 

quadruple-entry system, 8,13,22,98 
and quantity theory of money, 5 
and quarterly accounts, 104 
readjustment processes in, 128-29 
scorekeeping function of, 126 
sector summaries, 133-38 
sector table structure, 52,53 
statistics, low quality of, 107 
statistical discrepancies in, 107-8 
stock relationships in, 106 
and stocks and flows, 25 
summary tables, 27-29,81 
treatment of gross savings in, 58-59 
and U.N. System of National Accounts 
(SNA), 50,313-22 
worksheet system, 181-82,210-36 
for World War II, 496,498,499 
Flow-of-funds analysis, 3 
Flow-of-funds matrix, 20-23,52-57,99 
analytic role of, 23-25 
and forecasting, 24-25 
and government borrowing, 23-24 
and individual choice, 24-25 
and money supply increases, 24 
and intermediation, 25,26 
basic constraints in, 21 
condensed, 153-54 
detailed, 52,54-55 
discrepancies in, 191 
earliest stage of, 185-86,187 
and event analysis, 53,57 
financial/nonfinancial distinction in, 20 
and financial structure diagram, 29-32 
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Flow-of-funds matrix (continued) 
ambiguities in, 31 
intermediation in, 29,30 
foreign sector in, 22,23, 188—89 
government budget in, 21—22 
for Indonesia, 668,670-71,672 
memo column, 22,23 
in an empirical model, 367-77 
impact of nonfinancial cycles, 374-7 
monetary policy impact, 374,376 
submodel assembly, 372-73 
submodel description, 368-72 
and primary credit flows, 27-29 
and projections, 142,148 
savings breakdown, 188 
and savings-investment process, 29-32, 
152-55 

simplified, 52,56 
summary tables for, 27-29 
and System of National Accounts, 269 
for whole economy, 121—23 
Flow variable, 210-11,213 
FNMA. See Federal National Mortgage 
Association 

FOMC. See Federal Open Market Committee 
Foreign exchange market, 572-78,586 
regulatory constraints on, 577—78, 

579-80 

FRB-MIT model, 361 
Freedom of Information Act, 591 
Free reserves, 360,381-82,387-88 
and money-supply bank assets, 410-11 
Friday, David, 94 
Friend, Irwin, 103 
F-test, 213-14 

Full Employment and Balanced Growth 
Act (1978), 62,64,594 
Funds rate, 411 
Futures market, 576 

General equilibrium model, 363,446-66 
asset demand equations, 456-60 
balance equations and endogenous 
variables, 450-54 
empirical model matrix, 450-53 
financial block simulation, 460-66 
debt management, 463,464 
open market operations, 461,462 
Regulation Q ceilings, 465-66 
reserve requirements, 461,462 
stock market intervention, 464,465 


General equilibrium model (continued) 
partial adjustment assumption in, 461 
sectors and behavior, 454-56 
use of “priors,” 458,460 
verbal description, 446-48 
General Theory (Keynes), 89,90 
Ghana, 238-43 
combined balance sheet, 241 
operating surplus derivation, 242 
sources and uses statement, 243 
Glass-Steagall Act (1933), 543 
Global capital account, 259-61 
discrepancies and adjustments, 255 
GNMA. See Government National 
Mortgage Association 
GNP. See gross national product (GNP) 
Godeaux, Jean, 253 
Goldsmith, Raymond, 103 
Gold standard, 558 

Government finance statistics, 196,197 
Government National Mortgage 
Association (GNMA), 556 
“Greenbook”. See Current Economic and 
Financial Conditions 
gross national product (GNP), 40-41,66, 
560,602,603,605-6,614,686 
Guidelines on Statistics of the Distribution 
of Income, Consumption and 
Accumulation, 305-6 
Gulf War, 666,667,672 

Hamilton, Walton, 94 
Harmonization, 269,342-54 
Hedge funds, 577,578,584,587 n.5 
Historical data analysis, 491-93 
Hoarding, 119 

passive and active, 131-32,139 n.4 
Households, 284,307-8,687,690 
asset levels, 561,609-10 
claims on insurance and pension 
reserves, 536 
debt levels, 71,73,560 
direct equity holding, 537 
in general equilibrium model, 454-55 
holdings of nonintermediated debt, 536 
in Kazakhstan, 710-12 
market transactions view of, 282-90 
net acquisitions of assets by, 539 
payments and balances statement for, 
9-12 

portfolios, 412,536-37,538 
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Households (continued) 
savings and capital formation, 268-69, 
282,284-90 

worksheet method for, 218-26 
Housing, 284-85,569,604,626-28,636 
construction, 622-23 
credit, 528 
demand, 413-14 
owner-occupied, 286,309-10 
residential construction equation, 414-15 
See also Mortgages 
Humphrey-Hawkins Act See Full 

Employment and Balanced Growth 
Act 

IFS. See International Financial Statistics 
IMF. See International Monetary Fund 
Imputations, 17,102 
conversions from NIPA, 102 
Income, 9,168,171 
Income-and-product projections, 141 
for consumer sector, 142-43 
See also National income and product 
accounts 

Income and Wealth Conference (1959), 
106 

Income statements, 118 
Indifference analysis, 84 
Individuals ' Saving (Friend and Natrella), 
103 

Indonesia, 593,666-81,682-85 
Indonesia, financial policy brief, 666-81 
balance of payments, 682,684,685 
banking system, 683 
fiscal policy, 683-85 
fixed capital formation, 682,684,685 
inflation, 683 

monetary and credit policy, 683-85 
Indonesia, saving-investment process 
analysis, 666-681 

banking system, 673-74,678,679-80 
borrowing and lending sectors, 667 
capital inflows and outflows, 680-81 
Central Government sector, 669,672 
credit policy, 678-81,685 
financial flow matrix, 668,670-71,672 
fixed capital formation, 666-67,676 
intermediation, 678 
monetary and credit policy, 678-81 
other domestic sector, 672-74,675-76 
reserve analysis, 677,678 


Indonesia, saving-investment process 
analysis (continued) 
reserve ratio, 679 
rest-of-world sector, 669,672 
sector savings, 669 

Inflation, 415,531,534,563,611,687 
and asset returns, 540 
in Indonesia, 683-84 
in Kazakhstan, 700,701,715 
misconceptions about, 13-14 
risk, 538 

as threat to economy, 621—22 
Information costs, 536 
Innovation, 448 

Institutional investors, 572-73,574,576, 
577,584-85 

Institutionalism, 80,90,94 
defined, 84-85 

Insurance companies, 73,303-6,371,373, 
374,578,690 
casualty, 304 
intermediation by, 26,549 
life, 304-5,424n.5,536,549-52,620, 
626,631-32 
assets of, 550 
property liability, 620,631 
Interdealer transactions, 577 
Interest parity assumption, 469 
Interest Rate Control Act (1966), 555 
Interest rates, 39-40,107,382-83,398, 
411,520-34,606,607 
and business investment, 566 
ceilings on deposits, 528,568 
and consumer spending, 567-68 
and credit market flows, 525-28 
differentials on Eurocurrency deposits, 583 
distributed lags on past, 431 
emergence of real positive, 621 
expectational theories of, 412 
and financial flows analysis, 520-34 
interest rate movements, 523-25 
long-term rate movements, 531-34 
total borrowing, 525-26 
sectors supplying, 527-28 
short-term rates and monetaiy 
aggregates, 528-31 
and financial market projections, 633 
Indonesian, 680 
Japanese, 661 
on life insurance, 550 
long term rates, model of, 427-42 
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Interest ratest (continued) 
long-term rates, movements in, 531-34 
business borrowing effects, 434 
and demand-supply model, 427-42 
determination of, 429-35 
disintermediation effects, 434 
fiscal policy simulation, 436-41 
investable cash flow effects, 434 
and nonfinancial behavior of MPS 
model, 435-36 
perceived risk effects, 435 
portfolio diversification effects, 434 
and single term structure equation, 428 
in securities markets, 520 
short term, 430,439,686 
subperiods of rising and falling, 523-25 
summary data for change periods, 522 
term structure of, 388-89 
World War 1,495 

Intermediation, 27-29,112,141,143,151, 
334,339,403-4,492,535-53,593 
advances in, 535-42 
ambiguities in concept of, 31 
and analysis, 26 
and asset demand, 457 
bank, 167 

and credit market lending, 28 
defined, 25-26 

direct claims on nonfinancial entities, 541 
in financial markets, 38 
in foreign exchange markets, 577 
growth and change in, 107,535-53 
in Indonesia, 674,678,680 
in Japan, 645-46 
in mortgages, 555 
nonbank, 165,167,547-49 
nondeposit, 549-52 
and primary credit flows, 25-26 
and regulation and innovation, 448 
and saving-investment process, 514,517 
and saving theory, 283 
and source-use analysis, 164-67 
specialization in, 26,543-52 
International capital flows, 141,183, 
253-62,364 
actions needed in, 261 
concealed, 258 

countries ranked by reported, 262 
direct investment, 255-56 
discrepancies, 253-54,259 
and adjustments, 255,257-58 


International capital flows (continued) 
and European currency crisis, 571-86 
and exchange rates, 468-84 
findings for major categories of, 254-59 
flow-stock view of, 472 
foreign exchange markets, 572-78 
foreign exchange reserves, 259 
improving data on, 261—62 
measuring, 183,253-62 
overall statistical results, 259-62 
portfolio investment, 256 
private versus official, 254 
prospects and costs, 261-62 
See also International debt 
International capital markets, 254 
International debt 

cancellation or forgiveness of, 349-51 
and currency swaps, 346-47 
data on, 344-^5,351 
and exchange rate conversions, 345-48 
main elements of reconciliation of, 
344-54 

and market value changes, 34S-49 
multiple rescheduling, 354 
provisions and write-offs, 351—52 
and rescheduling, 352—54 
and restructuring, 352 
stocks and flows, 342—54 
See also International capital flows 
International Financial Statistics (IFS), 
296,297,301 

International Monetary Fund (IMF), 

112-13,183,299, 342,343,344-^5 
Working Party establishment, 253-54 
International Working Group on External 
Debt Statistics (IWGEDS), 342,344 
members of, 343-44 
Inventory boom, 375-76 
Investment, 59-60 

business fixed, 566, 567,569,604,623 

direct, 255-56 

financing of, 505-7 

institutional, 572-73,574,576,577 

international portfolio, 573 

inventory, 604 

Japanese, 643-45 

in Kazakhstan, 706,708 

portfolio, 256 

in producers’ equipment, 567 

in real estate, 620 

real versus financial, 118 
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Investment (continued) 
residential, 564-65 
shift in private, 38-40 
See also Assets; Credit; 

Saving-investment process 
IWGEDS. See International Working 
Group on External Debt Statistics 

Japan, 573,593,643-65 
asset accumulation changes, 649-50 
asset price-steep rise phase, 647-49 
factors underlying, 648 
current account surplus, 65 In.5 
economic downturn, 643 
financial market matrix, 645,656 
financial surpluses and deficits, 643, 
646-47 

flow-of-funds from/to overseas sector, 644 
foreign investment in, 645 
fund intermediation in, 645-46,656-57 
fund raising and investment, 643-45, 
646-49 

in corporate business sector, 647 
in personal sector, 647 
interest rates and lending attitudes, 648 
plunge in intermediation, 645 
Jorgenson, Dale W., 435 
Junk bonds, 71 

Kaufman, Henry, 106-7 
Kazakhstan, 594,700-717 
balance of payments in, 708-10,716 
basic accounts for, 720-21 
budget deficit, 702 

consolidated government budget, 704-7 
consumption in, 710-12 
credit policy, 702,715-16 
currency appreciation in, 710 
current account deficit, 708 
direct foreign investment in, 708 
economic policy objectives, 700 
extrabudgetary funds, 704 
flow-of-funds accounting framework, 
716-17 

foreign exchange reserves, 702,708,710 
funds matrix, 716-17,710-19 
investment in, 706,708,710-12 
monetary sector trends, 701-2,704 
money to GDP ratio, 702 
origin and use of resources, 710-12 
production, prices, and employment 
outlook, 701 


Kazakhstan (continued) 

“rest of economy” account, 712-15 
subsidies, 706 
tax revenues, 707,716 
Kendrick, John W., 270,270/1.7, 270/1.5 
Kenya 

account estimates for, 196-208 
data sources, 196-98 
balance of payments summary, 205 
central government budget operations, 
200,201 

financial program for, 175-77 
IMF accounts for, 196-97 
income-expenditure and financial 
transactions, 206-7 
income and flow-of-funds account 
summary, 208 
monetary survey for, 202 
national account data, 199 
summary accounts of commercial banks, 
204 

summary accounts of monetary 
authorities, 203 

“Key Features of the Money Circuit” 
(Copeland), 88 

Keynes, J.M., 8,89,90,359,397 
Keynesian economics, 359,512-13,519 
“Keynesian Reformation, The” 
(Copeland), 90 
Klein, Lawrence, 360 
Klein-Goldberger model, 359-60 
K-L method, 214-15 
Kuznets, Simon, 97 

Labor, division of, 84-85 
Labor market, 454,612 
Level variable, 210-11,213 
Liabilities, 117,119-20 
Life-cycle hypothesis, 283,288,290 
Life insurance. See Insurance companies, 
life 

Life Insurance Association of America, 141 
Liquidity, 405,406,448,573 
Liquidity preference equations, 360,510 
Liquid securities, 402,403,572 
Loanfunds payable, 12,13 
Loanfunds receivable, 12,13 
Loans 

negotiated, 402,403 
See also Mortgages 
LQtzel, Heinrich, 277-81 
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Maastricht Treaty, 583 
Macroanalysis, 140 

Macroeconomic modeling, 359-65,493 
Mail float, 16 

Main money circuit (Copeland), 87 
equations of, 126-27 
key features of, 124-27 
Manual on Monetary and Financial 
Statistics (INF), 184 
Manufacturing sector, 282 
Market clearing, 429-30 
Marwah/Klein model, 364-65,468-84 
McAdoo, William G., 495 
Mexico, 343 
Mineral rights sales, 60 
Model analysis and flow-of-funds 
accounts, 35<M>5,591 
Monetary aggregates, and interest rates, 
528-31 

Monetary analysis, 276 
Monetary gold stock, 16-17 
Monetary models, 468,469 
Monetary policy, 171,376,442,447,465, 
601,613 

and commercial banks, 632-33 
and fiscal policy, 436-41 
and flow-of-funds projections, 146 
and GNP growth, 605-6 
impact on real output, 417-18 
Indonesian, 678-81,683,685 
influence on economic activity, 554-69 
and interest rates, 523, 524,528 
loanable funds view of, 510 
report to U.S. Congress, 686-99 
and saving-investment process, 508, 
509-12 

spending component sensitivity, 563-68 
Monetary surveys, 170-71,196 
defined, 197 
for Kenya, 202 

Monetary theory reformulation 
(Copeland), 124 
Money 

demand function, 171 

income velocity of, 530-31,545,546 

role of, 79-80 

sources and dispositions of, 13 
stock, 156,529-30,531,605-6 
supply and demand, 172 
See also Quasi-money 
Money circuit See Main money circuit 


Moneyflows 

accounting for changes in, 132 
defined, 8 

and deposit creation, 13-14 
financial statement for, 9 
sectors in, 12 

social accounting for, 7-18 
vs. national income and product 
accounts, 17-18 

See also Flow-of-funds accounts 
Money market funds, 632 
Money Market Securities, 679 
“Money Stock, Liquid Assets, and Debt 
Measures'*, 62 

Month-average series, 62-63 
Mortgages, 107,367,528,545,548-49, 
555-57 

borrowing, 372 
demand, 459 
equations, 413-14 

financial market projection of, 626-28, 
636 

and insurance companies, 371 
intermediation of, 555 
pools, 553,556,569/iJ 
purchases by FNMA, 419-20 
rates, 622 

record volume, 690 
secondary market in, 556,564,568, 
626-27 

takedowns, 630 
See also Housing 

MPS model, 362-63,42S-29,433-35, 
442,563 

influence of interest rates, 435-36 
simulations of, 437-41 
Multicountry models, 364-65 
Mutual funds, 73,537,549,573,575,578, 
584-85,688,690,694,696 
Mutual savings banks, 547-48,555-56, 
631 

National Bureau of Economic Research 
(NBER), 86 
National income, 9 
rate of growth, 171 

National income and product accounts 
(NIPA), 3,17-18,49-50,57-60,79, 
97,267 

accrual basis of, 197 
alternative approach to, 275-77 
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National income and product accounts 
(NIPA) (continued) 
boundaries in, 272 
and consumer durables, 58 
Copeland’s view of, 267 
core, 268 

data from, 186,188 

data types currently submitted, 318,319 
and flow-of-funds accounts, 17-18, 
57-60,105 

functional versus institutional approach, 
272-73 

and gross investment, 59-60 
imputation list, 102 
purposes of, 271-74 
revisions in, 212 

saving and investment sector allocation, 
60,61 

treatment of gross savings in, 58-59 
World War II, 496,497 
Natrella, Vito, 103 

NBER. See National Bureau of Economic 
Research 

Negotiated loans, 402,403 
Net worth, 118,297 
New SNA 1993,269 
NIPA. See National income and product 
accounts 

Nonprofit institutions, 286 

ODA grant, 350,352 
OECD. See Organization for Economic 
Co-operation and Development 
On the merits of borrowing, 80 
Open market operations, 393-94,409, 

465 

Optimal marginal adjustment model, 
432-33 

Options market, 576 
Organization for Economic Co-operation 
and Development (OECD), 342,343, 
345,346,350 

Outstanding. See Level variable 

Pension funds, 73,269,282,284-87,536, 
537,549-52,573,578,620,626 
assets of, 550 

foreign investments in, 575 
insurance companies and, 303-6 
in Kazakhstan, 705-6 
state and local government, 551 


Permanent income hypothesis, 283, 

288 

Peso problem, 587/1.8 
Policy analysis, 591-94 
Portfolio 

adjustment theory, 363 
balance models, 468 
equations, 412 
household, 412,536-37,538 
selection model, 404,432-33,457-58 
theoretic model, 469 
Position. See Level variable 
Postwar recoveries, 603 
Prices, 172 

Price-volume equation, 126-27 
Primary credit flows, 27-29 
and intermediation, 25-26 
Production boundary, 272 
Project LINK, 364 
Public utilities, 282,624 

Quadruple-entry concept, 13,15,22,98 
Quasi-corporate enterprises, 297,307 
Quasi-money, 172,680 

Ratio method, 215-16 
Recent Economic Developments (IMF), 
591 

Recessions, 517,563 

Reconciliation account, 292,298-301,311 
and nonfinancial asset quantity changes, 
300 

and price change revaluations, 299 
and special drawing rights, 299-300 
summary of, 300-301 
Reconciliation tables. See Bridging tables 
Regulation, 448,577,578,579-80 
Regulation Q, 465-66,555,556,568, 
569/iJ 

Required reserves, 381-82,387 
Reserves identity equation, 360,384 
Retirement Income Security Act (1974), 
551 

Revaluation account, 298,300,327 
Revalued paid-in value, 297 
Revenue and Expenditure Control Act 
(1968), 523 
Riefler, Winfield, 101 
Risk, 405,435,536,537-38 
Risk premiums, 610 
Ruggles, Richard and Nancy, 268-69 
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Saving-investment process, 4,29-32,112, 
141,149-55,283,290,492 
analysis of, 504-19 
exploratory hypothesis for, 504-5 
and investment financing, 505-7 
role of financial institutions, 507-9 
and federal financing, 512—15 
monetary policy impact, 509-12 
and saving placement, 515-18 
and Bosworth/Duesenberry model, 
399-400 

and flow-of-funds accounts, 340 
identity equation, 400 
in Indonesia, 666S\ 
measuring, 149-55 
scheme for, 149-52 
matrix for statistical specification, 
152-53 

schematic view of, 149,150 
Savings, 58-59,103, 118,282,529-30, 
620 

as balancing item, 326-27,334 
personal, 283-85 
in sector income statement, 116 
theory and measurement of, 283-85 
Savings and loan associations, 555,610, 
612 

intermediation by, 26,547-49,553 
savings inflows compared to mortgage 
lending at, 631 
Scientific hypotheses, 84 
Scudder, Stevens, and Clark, 141 
SDRs. See Special drawing rights 
Seasonal adjustments, 212—14 
formula for, 216-17 
Sector accounts, 97,98 
for adjustment programs, 113 
generalized income, 115-16 
initial derivation of, 188 
Sector projections, 142 
Security markets, 20 
Self-financing, 141 
Sheep, 15,88,132-33 
Sigel, Stanley, 104 
Silber, William L., 442 
Smith, Adam, 96 

SNA. See System of National Accounts 
Social accounting, 5-6,361 
Copeland's contributions to, 93-99 
defined, 3 

and economic statistics, 5 


Social accounting (continued) 
and economic doctrines, 5-6 
and econometric method, 5 
in financial programming, 113 
systems of, 86 
use of, 8 

Social sciences, 84 
Social security, 285,306-7,537 
Source and use analysis, 112,156-67 
basic approach to, 156-57 
direct credit and expenditure model, 
162-64 

expenditure without credit model, 
160-62 

and financial surpluses and deficits, 
158-59 

and intermediation, 164-67 
outline of theory, 159 
Sources, 13, 111 
defined, 120 
equation for total, 157 
Sources and uses of funds statement, 9, 
115-121, 124-25, 190 
assembly into matrix, 121—23 
basic data, 238 
derivation of, 115-21,240 
converting balance sheets to flows, 
117-20 

income statement/balance sheet origin, 
115-117 

entrants, exits, mergers, 240 
estimation of business, 238-43 
fiscal year assignment, 239 
fiscal year end changes, 239-40 
for Ghana, 243 

for Kazakhstan, 716-17,718-19 
sample selection, 238 
standard accounts, 239 
surplus adjustments, 240 
transcriptions, 239 
for World War II, 498,499 
Soviet Union, 700 

Special drawing rights (SDRs), 59, ISn.3, 
299-300 

Spending, 563-68,604 
Statement of payments and balances, 9- 
12 

Stewart, Walter, 86,93-94 
achievements, 93 
Stocks, 123/1.7 
valuation of, 16 
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Stocks and flows, 25 
and economic equilibrium, 25 
Stock variable. See Level variable 
Stone, Richard, 97 

Structure change in FRB-MPS model, 
554-69 

recent economic developments, 555 
residential finance, 555-57 
openness of the economy, 557-60 
business indebtedness, 560-63 
shifts in model equations, 563-68 
Study of Moneyflows in the United States , 

A (Copeland), 86,267 
Study of Saving in the United States 
(Goldsmith), 103 
Subsidiaries, 297 
Subsidies, 706 
Sumarlin shock, 680 
Surplus sector, 119,121,123 
System of National Accounts (SNA), 50, 
97,267,268,274-81,324-41 
accumulation accounts, 327,330-31 
balance sheet structure, 295-98,327,333 
balancing items in, 325-27,334 
core and module approach to, 275-77 
current accounts, 329-30 
data for, 318-19,322 
Dutch proposal for, 267,271-77,279 
and economic activities, 325-27,333 
external transaction account, 314 
finance and evolution of, 313-19 
standard accounts and, 313-317 
financial accounts in, 291-301,333—41 
counterparts of, 337-38 
detailed financial accounts, 338-41 
role of, 333,334,337 
financial transactions classification in, 
320,333,336 

and flow-of-funds accounts, 313-22 
flow-of-fiinds matrix for, 269 
flow-of-funds representation in SNA 
1993,319-22 

as framework for international 
guidelines, 275 
French system of, 279 
German system of, 279 
as handbook of national accounting, 275 
and household durable goods, 294 
implementation of, 325 
income accounts, 326-27 
integrated economic accounts, 328-32 


System of National Accounts (SNA) 

(continued) 

financial institutions, 301-6 
and owner-occupied housing, 309-10 
quasi-corporate, 307-8 
social security subsector, 306-7 
and international comparability, 274 
and international debt, 348-49 
1953 version of, 313—15,318 
1968 version of, 315-17,318,322 
1993 version of, 318-19 
and nonreproducible assets, 293-94 
production account, 326 
purposes of, 271-75 
reconciliation account in, 292,298-301 
revision of, 75/1.7,269-70,291-311 
balance sheet structure in, 295-98 
financial institutions in, 301-6 
financial issues in, 291-311 
household durable goods in, 294 
institutional sectoring in, 301-10,316-17 
noncorporate enterprise in, 307-8 
nonreproducible assets in, 293-94 
and owner-occupied housing in, 309-10 
reconciliation account in, 292,298-301 
social security subsection in, 306-7 
stock and flow consistency in, 292-4 
sequence of accounts in, 326-27 
system modules, 268,275-77,279-80 
transaction types, 320-21 

Taxes, 561-62,629-30 
Taylor, Stephen P., 6,80 
computer program design, 80 
design of summary tables, 80 
keeping data up-to-date, 80 
Technical transactions, 17 
Theil-Goldberger mixed estimation 
technique, 458 
Time deposits. See Deposits 
Time series, 182,210 
and bridging tables, 244 
Tobin, James, 361 
Top-down method, 272 
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